
The In1pact of 'l a. ation on Foreign Direct lnveshnent 
in l(cnya 

rrY"nF 'NA\IRQ 
• - ;l ~ AUE.TE. Lif:IUiM:· 

Bv 
"' 

Eshiwani Barrv Weche L=--=--- ., 

Supervisor: Yl. 1 T. Anyangu 

Rrscarc h Proj cct . uh rnitted in Partial 1 u ltihnc n t oft he 
Rcquirc1ncnt for the eor ·e of i\la. tcr of Business 
\dtninistration~ l· acult\ of on1n1cr ~ l"ni\ r itY of . . 

. airol i. ) 



DECLARATION 

I hi-; M a nagcment PrOJCCI Pap ·r i. m) < )f i !.!111:1 I "l nl and has no! been present ed l(lr a 

dc):!tcc in another tJni\'ehil 

I hi . 1 lanagement Project Paper has been submitted for examination with my 

apprm a! . llni\'erSH) uper>tsor. 

n. an •u 



DEDICATION 

I dedicate thi s ~ tud y tom; \\'ife .lacint,t \\ ho, f(n her unwavering commitment and has 

ill'Cll i\11 ever present CJ1l0Utagt:mcnt thrllll):!hlHll IJW period of' thi s st ud y. 

II 



ACKNOWLEDGEME~T 

Firstly, f wou ld like to thank (rod \!might) for the giv ing me the ability and strength 

tlwl l!nnhlc thl' complcllon ofthi. Ill I) . I h.tnb :tnd spec ial mentions go to th e 

lm cstmcnt l'ronwtion ( 'IHI • Ill I 'll\.t Pt'\l'11lll' /\ utll01it y whose help made thi s 

t11d~ <l llt.LC 

I \1111 dcq,J 111 I It d l m up 1\ t'>ot. 11 J\nyangu, Lecturer in the I· acuity of' 

I. •a\ c hr tim<: and ene rgy . I I is patience, tolerance, 

'\111 ·tnrl'll\ 'II 1 1 111. and diligent amendments jn the way of supervi sion, form th<.: 

•. :orn Ttone ot thi ·tud 

I a ·kno\\'1 dge the contribution of the faculty lecturers who provided essential 

t(nmdation dunng 111) sojourn at the Lower Kabete Campus. Last but not in any way 

kast. I am extremely grateful to my family for having pro\'ided the bare necessities. 

\\'hich \\ irhout \\·ould haYe rendered the completion of this course an uphill task. 

Ill 



CONTENTS 

I>F.< 'LARATJ()N .......................................................................................................... i 

I> EI> I ( '/\T I ():\ ......... . ........................ .......................................................................... ii 

,\( 'K:"'<>WEI ,I>E(;J::\tl l .......................................................... ............................. iii 

< '()'\ 'J'E:\., s ................................................................................................................ i,· 
I .IS'I <>I 'I \B1 4Ls ..................................................................................................... vi 

I .IS·r <>I · (;({ I'IIS ................................................................................................... \'ii 

\BBIU \I 110 ................................................................................................ \ 'iii 

\HI., I'H. \(. "1' ............................. ................................................................................ X 

1.1 '\ l"l~<)Dl ' Ttn'\ ..................................................................................................... ! 

1.1 8Jckground of rudy ........................................................................................... ..... ! 

1.1.1 Importan e ofTaxation in an Emerging Economy ............................................... ! 

1 2 :·rarement of the Problem........................ ..................................................... ... 4 

1.: Objccti\'e of the Study ............... ..................................... ... ........................ ........... (l 

1 ..f Importance of the tudy .................................................................................. C1 

~. LITER-\ Tl'RE RE\'IE\\ ................. .... ..... . ................................................... ? 

~.1 Taxation in Kenya ................................................................................................ ? 

2.1 I 'erYre\\ .... ........................ ... . . .. ............................................................ . 

_ I._ . 1ain Ta l 'Vied in Ken;a ..................................................................... . 
2 I 1am fa In enti\e A,.il::lhlcto lme.tor. 111 Ken)a ............................ . II 

2.-. lll•tcr rnin. nt of I Dl. ......................................... ....................................... !. 

I· ran1e\\ r ...................... . . ....................... I 

---I· n I I ct nnrn nt ................................................ _ 

ur 1 In r 111 F I m K n 



24 The Role and Importance of Taxes ror an Attracti ve FDI C li mate .... . ........... .. 27 

2.4.1 The !\ ole of Taxes ...................................................... . ................. 27 

2.4.2 ·1 ax In centives to Attractl·or·ign 111\L'~Itlrs .......................................... 2?\ 

2.4.1 l{c,· icw of'the l~xisting h11111i -;l!lltctatll tl' ........................................ 2<) 

:?..4.4 Some Theory and thl' hllJ Ill ·.tl 1ndl'l ........................... . .. ....... :n 
I . IU:Sb\IH 'Il II I II I <H ( CY A ' D DES J(;N .. .................................... ........ 3H 

I I l{l' \.'tltl:lt I>· 1~11 ................................................................... ............ 31-\ 

.......................................... ........ ............ .. ............ Jk 

\ ' ,unpling und. ampling ·y cchnique~ .................................................................. 11-\ 

.'.4 l),tta t1llection ..................................................................... .... ............................ Jtl 

'.5 Data Analy, i ............................................................................... 39 

-LDA TA A:'\AL \' I A:'\D FI:'\DINGS ..................................................... ....... .. .40 

4.1 Preliminary Analysis .............................................................................................. 41 

4.1.1 Absolute Analvsis ............................................................................................ ..+ 1 

J.:?. .. \nalysis of Taxation impact on FDI... ................................................................. 47 

4.2 1 .-\nak i of Correlation Coefficients ............................................................... .47 

4.2.2 .-\nal~~i .. of. larginal Effecti' c Ta'\ Rates .......................................... -+7 

.2 ~ Anal\"i of the Model. .................................................... ............ A,' 

:. CO (U 10:\ A 'DRE \1\1 D -\T IO ' ..... .... .... ............. .. .............. 4<> 

- I ummal") l·indin!.!~........... .... .. l) 

- - Re mmcnd tion 

- _ I Fu th r R 

..... :o 
J{ J I F R l L .................•..................................•........................••..... '\I 

...................................................................................... 



TABLES 

I ahk: I: MaJ;nit udl: of 'I axes in Ken:-,\ .................................................... .... ... .. ... 7 

I uhlc :?.: Magnitudl:s ol' I [)I lnllo\\.., Shtll111gs ( l ~i lli o n s ) ...................... .. ...... .. ......... 25 

I !1h lc I i\nilltal Volulllc ol II I lntlo\\ s . . ........................ .. ................ .40 

I nhk l /\nttll til' 1 ·'Ill 1 • h.mg · 111 ML I R (R 111 ) ................. .. ...... .. .. .. ................. 42 

I nbk " \tlllll d l'ct ·cnt.l •c Ch.lngc in Ml~·1 R (tra ns fers ) ............................. .4:\ 

l ubk (>: \nnuull'ct en age Change in MI.:'! R (Rda incd Earnings ) ....... ........... .44 

I ahk · \nnu,tl Per cntage Change in Value Jmp011 Duties ........................... .45 

l'alle 2. RelJtiowhip bet\\'een Taxation and FDI ............. ............. . .............. .46 

rahle9: lodel ummary ............................ .. ..... . ......... ... .................... .47 

rable 10: A:\OYA (AnalysisofVariance) ............................................... .47 

I able II: Conelations ........................................................................ .4~ 



GRAPHS 

< .r:1ph I : ,\lla~nituc.ks of l !>! lnlhl\\ s Shillings ( Hillions) ,.,.,.,.,.,,.,. .. ,, .. ,.,..,. ... . , ...... 25 

( i1aph 2: \'olunlc of Fl>llnl1o\\, 

< •raph 2: ,\nnual1 ·1>11nl1 '" 

c ,, ;,ph 1: t\JllllJ<~I ( h m• • 111 I II !R,l 

.. ' ............... ............... ' ...... .. .. . . 41 

' ................. ... ····· .. .. ........... .... 4 1 

............................ '"""""""""""" 42 

\Jillllli ( hIll • Ill I I R (ll.lll"kls) (R.) ...................... ................ .4~ 

( •lllph h \Jlllll d hIll •c 111 II I R ( Retained l ~aJnings )(R 11 ) ......................... .44 

( i1.1ph \nnu,d hJil..!C 111 \ aluc Import Duti<.:s (M id) ................................ .'-15 

II 



ABBREVIATIONS 

c ·1 :0 

( OMI ·.~i\ 

I > I I 

l .t\C . 

I 1' / 

I· 1' /. \ 

I l 

I Dl 

I 1 \ , 

\.iDP 

(I p 

ICFD 

IDB 

IFC 

IT 

IP \ 

II' 

' h 

Ill 

< 'lm·l' 1 \L'l'utin: Of'ficcr 

C'11mmnn t\ latlct !'or La stern and 

'11ntllct n \Inca 

I lntthk I :t\:ttton 'frca ty 

I ,, 1 !\ ft ir.:a Com munity 

I . pot t l'tm:cssing Zone 

l.xpmt Pmccssing Zone Authority 

l:umpcan u.~1io n 

l·oreign Direct In vestment 

Foreign Investment Advisory Service 

Gross Domestic Product 

Cross 'ational Product 

International onference on Finance and 

De' elopment 

lntemallonal Oe\'elopment Bank 

lntemational Finance orporation 

lnf<.mnation "I t:chnology 

lm e.tmcnt Promotion gene; 

Ill\ t:. tm nt P1 m tion ( enll e 

Ken. R 'cnu uth my 

Ken .. a lulhnu 

nd qui iti n 

I I T 

Ill 



MN< . 

NSI: 

c J I ·. < I J 

l JNC I J\IJ 

\ \1 

Multi- ational Corporation 

'airohi .'tod Fxchangc 

( lJ~:mi:-.:Jtion I(H· Economic Cooperation 

.md I lc\ clopmcnt 

( lllll.'d Nat inns ( 'nnlcn.:nt:c on Trade.; and 

I k\ clopnwnt 

Value Added Tax 



ABSTRACT 

l'hc stud y'' a~ carried out 111 order to e:t·thl tsh whether taxation had an impact on 

lorci~:; n direct 111\'cstmt:nt. l·orc1gn ltl\.' ·t tm L'stmc nt in Kenya has st:cn a somewhat 

'> li1!,!11i tt cd gnl\\ tit o\ et tlu: p.t I I· •:1 k \\ hik t.l\atio n levels scc1m:d to decline . It is 

\\ itlt till ~ Ill IIIIIHI tlt<lt thl till 111 •111 to Ill\ L's tq•atc the probabl e <..:fleet that ta xa tion 

a. n d1 111 'Cittl\ · h 1 <nil I I tt.l ""'~ colkctcd I rom va rious government sources 

tlt.tl 1k.tl "11h tlh 1 t 1 Itt n c 1 11)1. Ilw ta\es that we re employed in the stud y 

a rate. margmal ellective tax rate for transf'crs. margi nal 

l.'!lt'l'tl\ c t.t tat·~ r r arncd carnmgs and an ellc.:c t1ve tariff rate. These stem from 

the 1\)rmulatil)n d ''eloped b) Auerbach ( 1 <J<JO). 

rhe toolu ed to analyse the data \\'as regression were an appropriate model \\'aS 

formed ro find out the ma:;nitude and direction of the impact of taxation on r Dl. FDI 

"a· 'OIL idered the e'\planatory variable while the other four taxes were vic\\'cd as the 

IIH.lcpcndcnt 'ariables in the model. In the study analysis carried out ,·anous test "·en.: 

u,.,ccl includmg the Pearson Correlation Coefficient. 

I he finding of the .ltld) ob ned a ta at ion and foreign direct inv~.:stmcnt had a 

lrncm 1 elation. hiJ "llhtn lh 1 11 d 199..!-_00 .. I he effc tive tan If r•ttt.: ho" ·d " 

po It 1\ 

l lld.ttl n to I Dl llu 1ud u •ge. t d lh 1 1-1 1111 Ken. a h \\Cd g1ca1 de 1l nl 

'11 Ill II I th I tcgmlc 



I. I :\'TROIH JCTJON 

1.1 Background 

1.1.1 lmportann· of I• I> I in :111 lrlll'l ~·in;• I· l'OilOill~' 
l·orvi"ll dm:ct 111\t,; 1111 'Ill (II I 1 Ill 1\::l llll.!ly hc.:rng rc.:cogni;,cd us an important factor in 

j 11\l.'lll.ll ltlll t\ II Hill-. l . 

Besides bringing capital , it facilitates the transfer 
n managerral practices and ski ll s us well as access to 

1 and more countnes arc striv ing to crea te a favourable and 
cnablrm~ ·lunat attta FDI a a policy priority. l.n addition to red uci ng the restrictions 
on the entry ol· FDL the~ are acmely liheral!zin~ their FDI regimes. While the efficacy or 
inccllli\'c~ a, ad tenninant for attracting FDI is often questioned, countries have 
incrca mgly resort d to uch measures in recent years. In particular, they ha' e been 
otlcnng tax incen i\ es. to influence the location decisions or investors. 

ThL' aunude towards inward foreign direct in,·estment (FDl) has changed considerably 
O\ cr the l:.lst cou1le of decades. as most countries have liberalized their policies to attract 
Ill\ c. tmem from 1oreign multinational c01vorations (M Cs). On the expectation that 
ton: 1gn ~I 1C will raise emp~ment. exp.Qns. or tax re~nue. or that some ot' the 
kno\\ ledge brough hy the foreign companies lllay spill over to the host coumrys· 
1om sti linn . go' emment- acros the "orld ha' e lower~d ,·:.mous entry b:miers and 

op n lup n '' tors to fon.:1gn im estment. An increasing numhcr of ho t go' ernm ·nt 
.I o ptO\ 1 I 'anou form ofim e tment incenti\ to encourage foreign owned 
om1 am to Ill' -~ m th 1r juri ict ion. 

111 lu \: li Jl m 1111\ e u h a ta hoh a) or 1 m Ill\ tor . 
lh 

In tm nt ·OJ) \\ith oth r m' tm nt th 

th I tl 
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d t rmin nd 
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nm m on 

11 r nt m n 



enterpri se or !(>reign aiTiliate)". ben il'this cnn -cpt llali sa tion ca n he questioned from 
di ll crcnt pcrspectivcs. th1s is the "a. 11 '' r ·pnrtL'd 111 111tcrnational statis ti cs and citcd 
widely. In the 111lcmationui1CJ orllll' 1l. 1'1\lslll's, I· I ) I is n..:gardcd as in vestments that 

l·qtlll \ c::qHt:d. I ' th I I lttu I Ill\ L''iiO I 's purchase of' shares of' an enterpri se 
Ill :1 lllllltll \ 1lh I th 1111\ \\ ll. 

11 I' 'Ill\ • 1 • l 'Jtlllll • • 1 c the Ill\ cstot's share or earn111gs not distributed as 
d1' 1d~o.:n l l'. at riltutc 01 cami!H!.S not remitted to the direct investor. Such 
tL'talnl'd pt lit ~ alliliatcs arc reinvested: 

111. Intra- om1 an~ loan or intra-company debt transactions; i.e. short- or long-term 
botTO\\ mg and lending of funds between direct investors (parent enterprises) and 
:.~rtili:ne emerpri es. 

Th l' ]Lnty fonn- ot' 111' estment. as referred to above, arc in the U CT AD methodology 
di:t1ngutshcd t'rom non-equity forms ol' im·cstments. The non-cqutty l'orms or 
Ill\ l'Stmcnt arc tor instance subcontract mg. management contracts, turnkev 
arrangcmetw. ti·Jnchtsmg. hcensmg and product sharing (C CTAD 2000). These forms 
or I· 01 arc not O\ cred in this study. 

l.l.l .\n ()\en ie" of Taxation 

Th ba 1c 1 nnctll "h!Ch inchtdc ca of admimstr.tion. ·implicity. compliance and 
mtntmal our allo allan 1 m en c th underlying foundauon of the 
K n a R ' nu uth ttl~. "l11ch ha b n chat g d \\ ath th ta k that ar r ' nu 

In n t th . fj, "htch h vc l en 1 ut in Jll • .. j, c th 
m a · hot m th ar : 

Tit 

II 
lllll llh [j I Ill 

..all 
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m tn nt ll 11 



'. Administrative simplicit:-. ho" ch~1ng~s arc to he cnlorced and at what cost. 

·r ili :, stud\'" !II locus on the lust I\\( 1 \lilt. :md Incorporate the divergent views on 
1:1\:111011 :ttld I [)I Ill I l'll .I 

'!ill' llCltd Ill I '\l'llll' nh cc11 a shill to indirect taxes such as import duty. 
1'\\'ISL' dttl\, \\I 111 I 111 11 manui.Jctutcrs. V/\'1 on import manufacturers, business 
:tiHitl :tditl " :1L' n n c Jlld fees under the 'I raf'lic Act to direct taxes that 
llllltllk In 'lllll ta unJ E late du '. lndtrecttaxes comprised over (lO'I'(, or total tax 
n .. ' ' l'lllll' ll1ll · l ·d dunng the period~ l <) <)<;()and I t·J97/98. Tax capacity defined as 
C\Lt C IUl) ::.!:--a I ro1 0111011 of GOP for CXCISC duty increased !'rom 2.1% to 4.4'~'o in 
l l)lJ<l 9-. all other t::.Jxe~ had mixed results during this period . This steady increase 
ek' atcd the sigmticance of excise taxes fi·om the bottom to third position after income 
ta\ and\ AT with a capacity of . 0•o and 5.1% respectively (Okello 2001 ). It would be 
:1lso or interest to note that the corvorate tax which was 45<' o in I 989 \\'US reduced to 
~=-· . ~2.:'"o :md then :0°o mthe tis al years JCJ<J5196. 1997 98, and 1999 00 
r~. pccti\ el~. 

Corporate a ::llion j~ on of the factor· that determine the rate of' return on FDI Bv 
rc<~llng a'' 1g bel\\ ~o:t:n it prc-LJX and po t-tax r:nc of return. taxat1on can discourage 

:1mc 11mc. the diff renee in ta. treatment of FDI ac10ss ho t outmie 
.111 .tl ro - ountr) dt tnbullon of I· Dl. Ta poltc ha\ c on,·cr •cd 1 .. ll1h: 

1 ·nt ' 111 rporat 1 m ac10 r!.!.ll\1. att HI 
lot I c n 1111 loJmcnt ( : D r mall\ \\'1 I . In a" rll 

butd nma inllu n lll\C tmcnt 

pr -1 n o t of 1 r lu 

" ta ur n. 

•I ah 
Ill 

th tl 1r Ill t In tm nt 



The lisc~tl trcutment 1s one of the mulll Ia tor. dct -rmining co untry's comretiti veness unci 
SCL' JJJ S to he also one ol' the ma_1or d ·t Tmtn:mt~ nl Fl)l !lows in imlustria li sed countr ies. 

' I ilL' lotlg-terJJI trend~ ol th '.lltthl · undl'J c:-;;tll1 JJWtion see 111 to point out the ex istcnce 
n "tt :t tJOJI .. and Fl)l inllows. In the period under 

c\;IJJ IJJJ ;Jt JoJI , 11>1JO 1'1' , th I I II tl1 atton deCJSIOIIS in the I ~U countr ies were strongly 
itillttclll'cd h\ li In th:H lapse o!' t1111c. low-wxation co untri es ex perienced 
1:11 "L'J I I )I tillhl\\ u ntui..!C to ( d)P than those observed in medium- and hi gh-
t:t\.ili\lll l'\llllltllc m u m and Kokko 120fJ3) pmvidc a compel ling argument that the 
t)I1L''- \11'1\'IH!-tcrml n lit tha· are generated by I·Dimay notjustil'y th e short-term costs. 
l'hL· c \ CIH:Iit- 111 lu · the positi\c spillc)\'ers between firms and across sectors that 

rl''-'L'ar ·her~ cont1nue to tr_' to idcnt1fy. Govern ments may make excessi\·c long-term 
lin~mci:.ll ommJtmcm- t'or the employment and political gai ns that arc recCI\ eu in the 
,·hort term . 

.. ,"Iron~ promouon c.ffons shall' llwt 1 he go1 ·emmcnt is oct i1·ely do111g son1cllun ':!. 
10 sTrcngliicn cmployme111. productn·it.1', gro\\·th. or some other pult(\ ' ohtctrn·c 
... ·lnmhcr reason ts 1/wr some a_{thc pcrcci1•cd hencflt.\ (in particular. The tohs 

( rcaTcd hr FDIJ arc casT~\' oh.1·cn·ahlc \\ /ulc ·onie oft he costs (J)(Irlicularh · 
rcla!cd 10 un orcoks muljisc altnccnli1'CSJ arc dtslrihutcd u1 cr I on!.;, pcnod., of 
umc and hard To 111ea ttre. " 

Bl m trom nnd Kokh.o 2003. 

1._ tatt•ment of the Prohkm 

Du• IIH! tht: Ia t m o I n~ m rgmg c nomi s ha' dr mnt1 all 1 

I Dl. an I t Ill \cl of I a 1 he. 
ur to attru t multm trcs to 1 r m t FDlm lud lh 

h 

lmma ll\ nhm th rr 



(/\' 1- Yon:.1 h, J<J<J<J). "fypically, these cc'nces:1nns :11-e appli ed to multinational enterpri ses 
h111 1101 1o local linns in the same lin'. (lf a 'll\ It\ 

1:.\l'lllpllons J~tSl 1'01 Jc !1 1111 tile 111iti:1 tio n ol'a new project, though in 
S<lltiL' L':t L' tin.:' we ion ··It\ •ottlltl ic" also ollc1 cxen1ptions to loreign 
C<liJlOidliOII~ 011 llllJHlll llltl h 1 th~ L tL;nd to he 1estri ctcd to inputs that arc used to 
Jllodlll'L' 1.: JHlll 11, 111 1 I'\\ a c . <~pllal goods. l·xcmpti ons l'rom va lue-added taxes arc 
:t '-PillL'" h.1t k · Pl11111'11la once s1on that countries grant multinati onal li rm s. Sim il ar 
l.i\ l'Pill~ lllll .11 ul o :.1\aalablc to domestic linns in some co untri es. though these 
ro111 .. '\: "'L'Il ,11 • t 1r th mo t pan tied to pa111cipation in EPZs. Ex port ac ti vities outside 
L11'-..uril Lon·:. or pr Juction in officwlly designated pri ority sectors or regions is a slight 
incrc:.~. e in the number of countries offering exemptions from va lued-added taxes and 
import duty. t Price \\'aterhouse) 

Ta\ '. :.~lYe t the net return on cap1tal and should. at least in the mi nd of numerous 
1lll1 ·ym:.~h:cr-. mtluence the capnalmoYements het"cen countries. For this reason. the 
stud: ''ill :.Jttempt to evaluate if a ,:;enerous tax pol1cy could compensate lor other 
ob ta le: 111 the busmess environment and thus. attract multinational companies. In th~ 
n11d - ll)JJ-. the lit r:lturc went one step further by exploring \\'hat kind of tax 
Ill trum IlL hould have the grc:.Jtest i:np:.1ct On the location decision Of multinational 

0111) :.1111 I eca:.tl attention \\a. al 0 given to the moti\'ations and tax beha\ iour or the 
multmauonal omJ any. 

II I :nil '' 111 19 > , __ oo_ a' erag d KJ1 .. 1::! balhon a y ~~~ 111 Kenya (IPR- K nya_ l :). 
h 1 I ntl. th 1 h b nap nod o lo\\ FDI that b gan in the rly I J O's not 
'11h tan ombmati th factor 'cr th _car . II''' ·v r. unlik 

th 1 c untn 01 h·1 not h wn gro\\ th comm n urm '' 11h th 

lor ag m t th und th t 

tt n 
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l.J Object in of Studv . . 
To find out if' there":.~ . ~lll) rcl.tt1onship between tuxution and Foreign 

Direct Investment 111 Kcny:1 dunn:• tl1l' l:1st one decade . 

1.-1 lntportance of tht· ~tud~ 

'II H· ·llld) \\ 'Ill pro\ ld' I "I ll 'I uml l. talldlll 'of' till! dynumies or Forei gn Direct 

Itt \ vsttllcnt. llHliL' tl ltPill,t ttl at1011 swndpo111t by trying to understund the peculiur needs 

ul till' llliL'iL:tl Ill\ L:stPr ll) lu\ . fhi llldy usp1res to provide polieymukers impetus to 

1\lillllil~ltL' t~l\ pl)lici _ thut ill' both benelic1ul to l(llcign investors and the host co untry 

\\'hl'IL' theta\ regime culti\ate_. ymhiollc and synergetic coexistence. 

The numcrou stud1es that ha,·e been carried out up until now have explored the various 

!'acct. or FDl encompass111g a holistic outlook on factors arising therein. This study 

cnlka\ours to look at one ofthe many factors by giving taxation prominence over all the 

othl'I'S. :\ \ 1\'id pictolial of ,·ariations in FDI and the changes in taxation by \\'ay or 

cst.thltshmg correlation or other\\'ise \\'ill be JXO\'Ided. as a product of this study. 

TilL· :-.tud~ ''ill Jlso gi\ e scrutiny to processes and formulation of tax policy \\'llh the VIC\\' 

or impro\ ing the mechanisms of employing the best possible pem1utation for taxes. 

:\ntJctpauon of other studies stemming Ji·om this study is a revelation that the m:my areas 

n!' I Dl need to be C.\Jiorcd li111her to achie' c a truly knowledgeable approach to the 

top1c . :\ more fa, ourable read1ng on FDI radar for 1· cnya \\'Ould a gratifvin!!. turn or 

C\ l:lll and on that actualtze the puq1oscs of this study. 



2. LITF:RATlJJH~ REVJF:\\ 

2.1 "f'iiXiltion in Kem a 

2. I . l Ove •·vi ('\\ 

fil l' i "l.' ll )'i l l!O\l'llllll 'Ill L! 'll J,JI I tgllific:.Hll <JillO Uil( of' revenu e; each year ()·om both 

d ii lTI 1111d illlllll'L' ll u at1on sy<;t<:l111ll Kenya has gone through a 

n 111 lirccttaxes given prominence over direct taxes. Such 

Li\ l's 111 cludc lmpllil luttc . \ aluc J\dded ·r axes (V/\"1) on domesti c and imported 

lll,lillil.;lcturcd gooLL. E\ ,·c duues. Licences and specific lev ies. 

Tuhlc I . 
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Till' t ~th lc above high lights the reform crrorL that in reased the tax base by extension to 
co\ cr imports, upward rc' ision of t'l\ · ~md s\\ ttrh !'rom ({(/ m /o /'(' 111 basis lor some 

2. 1. :! 1\ lain Ta Hii l. t•\'it• I ill I lll~ .I 

\ ' \I 

\ ,illll·-uddnlll " 1 tllll u c under the Value Added Tax Act ( I 990, with 
·ub ~..·qu~..· 11 t ~1111~11dm nt m 191> I to 1eplacc the sales tax. The law ref1 ecls modern 
p11111:ipk t,l· \ ;\ 1 tru ·ture and administration. ·1 he main structural weakness resides in 
th1..· .lhscllcc ot cleat a comp:.111~ ing regulations on transfer pricing VAT is levied bo th on 
gt't'ds unJ ·en ices. whether produced domesttcally or imported, while exports arc 1ero 
r:.llcd. 

There are 2 rate, of tax: 

t i) 1 (l' n- general rate of \'AT applicable to most goods and services. 
11) 1-+"" - rate appltcablc to hotel and restaurant services. 

t iii) !111 n - lor zero rated supplies e.g. exports. pham1aceuticals, foodstuff. med1c1ne 
:md agncultural inputs. 

Bu.m _ · ar reqUired to regi.ter under the \ 'AT Act if their sales of taxable goods 
c Cl: d. h:. 10.00 I 1cr ~car. or tfthcy deal in a list of prescribed goods or. cr\'ices The 
a immt tratton of th \ 'A 1 y t m follo\\'S tandard intem:nional practice. "hich require 

th.ll Ill 

\ h 

\ .\ T to ti1Llr u. tom r and allow them to deduct input ta c from 
• 111 al ulat111g th 1r m nthl~ n.:tum . R lund ate granted only to hu.mcsse 

d u1 plic r tho th. t lul\ 111 tiiTc phy i al capitalm\ c tm ·nt 
. Tht mclu lc c:1 on r which r th lll~IJ 1 

th I U Ill rec u1 rom th 11 
tU Ill tum 



i i. ( 'orpor'-' tc ln con1c l~~L\ 

lh L· structure of corpo rJl<.: income l'l\ '. is str:tigh tlo rward and in line with standurd 
in ll' tn :tti onal principles Ill term. ofr 'P\Irtill" \II inco me, deduction of' ex penses and 
ill\ ~.·s tnl e nt :tl lo\\aitCC'-. !IH.: tlllh 1'111 ''. h:t\L' tlsl'd the cotporat e income tax regime und 
itl\ l''- llll l' ill .tllo\\ UllC(.: 

f'r:tii iL'\\ Oi l lui iill'Oill 

11 "id t:ti ueted ii1 Ceilti ves to primity sec tors. Th e 

lllal and cmporate) is set in th e In come Tax 1\ct 
(I 'l I, \\ ' ill! sub \jlt 'IH 1.1111 ·n mcm ). 

"l'\idl'illl\11111 dlliC Ul lJ\ I at a rate or 3() percent o f' ea rnin gs, regardl ess or sec tor o r 
l'PL'I':.Jlillll :.111 !1.1\\ tll:r. hq. \\ hile local branches of no n-res ident compani es arc ta xed at a 
r:tll' ~,,!'_~7.~ percent. The onl~ concessions on the corporate income tax ra te arc granted to 
com1 :.~nics opcr:Hing in expon processing zones and to compani es newly li sted on the 
'\ ,mobt 'tock E:-.ch:mge. '' hich arc taxed at either 25 percent or 27 percent fo r five years 
!'rom the ye:.~r of listing if the) float a minimum of 30 percent or 20 percent of their 
c:.~pttal. respecl!\ el). en·ices pro\'iders are also subject to a 5 percent withholding tax on 
<.t!.!cnc\' or consultancv fees when th transaction IIWolves two resident entities. Althou!.!.h - . ... -
th1.· t ·an :.~dYance tJ.\ ::1s the \Yithholding is credited'' hen income tax retums arc lilt!J ut 
)~.:ar nd. it, igmtic::lmly affects the cash flow of the service provider. 

Tlh: coq1orate income ta' base ts asscsscJ based on deductions or "all cxpcndtturc 
tncutTe I in thut \Car of income which is expenditure wholly and cxclusi' !.!I\' incurred lw . . . 
him tnthc pt o lu tion of that income" (I nco me Tax ct ). following standard international 
ptacucc. [) duction nrc aiiO\\Cd for b:.1d tkbts. dcpr .... ciation of capital or contrihullon to 
u n.tllonaiJ ro' tdcnt fun ion b half or employe~.: . mnong t th 1. 

lh 
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communi cation facilities ... . ) ·an he dcprccJatcd on a straight-lin e basis at the rate 
or· 2.5 percent per annum I lot ·b Jll~tlll) !'or ~ 111 accclc.; rated ra te of 4 percent per 

~111111 1 111 . 

The manufacturing sector also benefit from an "investment deduction" for expenditure on 
budding and other capital spending. while hotels benefit from the investment deduction 
on luildings only. The inYestment deduction is an accelerated rate of depreciation in the 
lir t year. A. of 2004 and until 200 . the investment deduction allows a I 00 percent rate 
or depreciation in the tirst year. This rate has lluctuated '' idcly in the past. somettmcs 
:.tccording to the region in ,,·hich the 1m estmcnt wkcs place. 

Other JWO\ 1. ion in the mcom tax Ia'' are relat1vcly favourable to 111\ cstors: loss carry 
ron' ard i not hounded in time. and the capital gain tax has been suspended 1ncc 19 ':. 
·r h~.. "llhholdmg tJ\ on dl\ idend is I o percent lor dl\ idends paid to non-resident :.~ncl 5 
pc1 nt for dn idem! paid to re idents. :\gcncy or management fel:S lu in~.: r 

na I en icc ) in tum. ar u ~ ct to a "nhhol mg tax o _ p rccnt l'c.H non-
n.: 1 l·nt 

v.a inll u ed inK nya in 19 :and apJ he I to the tt"'m fer 1 ·til 
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Withholding tu x ut th e uppropriatc rate must he deducted fl·om payments to res ident 
pc1 ':() ns in res pect of the f"ollo\\'ing 1 aym ·nts: d1 \ idcnds, int eres t, ro yalti es. annuiti es, 
l'O illllli ssio ns pa1d hy 111Slll:tlH: · comp.mi 's, 1~:1\ 111L'nts hy authori sed agents in respec t o f' 
SJ1LT ii iL:d a~ncu l tlll ;tl pwdu · '. 1 'll 1 111., constiltallC\. agent or contruc tual k c;s puid to 

t'VII;1i 11 llll ll\ 1tlu:tl ..• 10 tltt · 

\\'itlt iHlltltiH.!. t:t IIIli 1 b d lu tc I !tom puyments mudc to non-res ident persons in 
1 1''-, lllTl (ll till' l\11ltl\\ !Ill! 1 u~mcnt munugcmcnt or prof'css ionul f'ccs, roya lti es, rents, 
k:i'-'111\.!. dl\ itknd . 1111 r . 1 cns1ons. puymcnts to spo11smcn or entertai ners. consultancy. 

2.l.J :\lain Ln. Jncenth e ..\.\ ailable to In vestors in Ken~·a 

Poltctc to 1 romotc FDI take a ,·ariety of forms. The most common arc pa11ial or 
complete e:-.:emptions fi·om corporate taxes and import duties. These polic irs arc typ1ca ll y 
th rc.ult of formal legislation or presidential decree, which apply to al l foreign 
orporauons that meet certam restrictions. These restrictions vary considerably across 

coumric-. In man} cases the::- require multinationals to establish production f'aeilitie. 111 

the host country tn spectlicd lmes of acti,·ities or destgnated regions. such as c\pon
pro cs.mg ?ones ( EPZsl. and to export output embodying inputs imported duty-free 
On ·ct uh. tdic and other type, of concession arc olicn lh.:gotlat~d bet\\ ccn 
'.lll!tlnuttotwl fim1. an I the ~o,·cmmcnt on a ca~c-by-ca. c ba is. In detail1 1c IIH:c1111 , c 

J\ adabl to 111\ cstor. in K~.:nya· 

I lm c tm Ill All ''an e: hu me es arc em HI d to an ac I rated ca1 nal d duct ion llll 
c.a,nal lor building. m hmcrJ and c llllJ mem u f 1 numutactu1c or on 
h t·IJa 1111 Th n ''rat o IOO"o (a nnoun 111 th - 0~ Budg t) 1 n ignit: am 
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uddition to procedurul incentives (exemption !'rom crtai n li cences. rucilitation services 

h.' !lie /·.x port f>rocessin~ Zones uthonty ... ) :111d the higher qual it~ · of' inf'mstructure, the 

lo/l!l\\ ' in ~ l iscuiincenti\C~ an: CI:.Jnt·ltu ·nmp:1nics npcral ing in IYI:s: 

1:\L'IIIptinll !Iorll "•dl 1 till" 1111 fiiiiiiC ta\l!s and duties payublc under th e 

( '11stoni" .IIHII l nmJ \ :Jiuc Added I ux Act on all cxpo11 rrocessing :t.one 

iitlpPit.; llll u ~.: 111th hgillc business uctivitics of the EPZ enterprise." 

11 . I· \L'rnplll'll I'It'llll bl uauon under the VA"! Act. 

Ill I' .\L'111ptil11l lit1111 the I :J)lllCllt of' income tax lor the fi rst ten yea rs fi·o m the <.lute or 
lir ·t s:.~lc. IL1IIo'' ed by a rate of 2: rcrccnt f(il the subsequent ten years und the 

~l:.lnd:.~rd r:.~te thereafter. 

'' Exemption from the payment of withholding tax on dividends and other rayments 

mJdc to non-residents for the first ten years. 

E"\emption from stamp duty. 

\'J. Exemption from any quotas or other restrictions or prohibitions on imports or 

c.\pons. \\'Jth the exception of trade in firearms. military equipment or othc1 

II kg:.ll goo s. 

1· '11\'.1 ha. cu1rlll Double Ta:-. Treaties" llh the 1()1/owing countries. 

• Zambi • nitcd Kingdom 

• D~:nm:1rk • Fcdcrul Republic of 1Crl1l:ln)' 

• 1'\\J\ • anada 

• \\ t: j 11 • lndi·• 

\ 11 at '' 11h It I h 11 1gn d but i not ) t 111 force. Tr~.:ati \\ ith gan Ia ·111 I . . 
.Ill/ nta h.1 b 11 1 •n d but nr yet t b rnuficd b • g. nda an anz·mia. 
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l111pon ~ were subject to seven t.Jrilfh~md~ r.tn:•in,!!. f'rom 0 percent to .\5 percent until th e 

L: IJd ol 21H1-L '''lth u \\ cightcd a1 II!.! 1:11111 nl' 1.1 \ pnccnt in 200 I . lJndc1 th e protoco l 

L:~I;Jhli'>llln~ tiJc hlst ;\lrlclln ( · lllllllllllil~ ( h\< ') ( 'uslo1ns lJnion signed in Murch 2004, 

I<L' IJ \'!1, I <111 /!IJiiil dillll u,u1 I 1 1 I Jl I a (ClfllllHlll cxtcmal tuniTsturtlllg on .lunuary 1, 

20rh. IHl \\ l'\ L'l !< :''' lli'Jl 1 wl .tptt.tl goods an.: 110\\' subj ec t to a turi IT ol' ()percent. 

"1111 llllcllllL'dl :ll l:Pl1d 111llin tl c nsumc1 goods tuxcd at I 0 percent and 25 percent, 

l'l'SI1CL'li\ L'l_:-

2.2 Determinanh of' FDI 

lhl· honm l) !' FD 1 llo\\' to de' eloping countries si nee the carl y I SHJ()s i nd iL.atcs that 

multinauonal cnterpnses ha,·e mcreasingly considered these host countries to be 

prolitablc im cstment locations. At the same time, various experts argue that the 

dctcrmmant of and moti,·ations for FDI in developing countries ha1·e changed in tl
1
e 

JWOL'C .. of globalization. As a consequence. it would no longer be sufficient to offer 

Plllilltstng markets 111 order to induce FDI inflows. Policymakers would face rather 

con1plc\. chullen~es in stri,·in!.! for locational attracti,·eness to 1- OJ ( Kokko 2002 l. 
- -

The .. ub cqucnt account of FDI dcterminunts focuses on location-specific factor Firm

. pcctJic factor:- :1rc ignored. :1 .. host country gcn ~.:rnmcms cannot influ~.:nce them 

Kno\\ l dgc i. t3irl~ limucd rcg:1rding tht.: rci:Jti\ e imponancc of different location 

P · ·11i FDJ. Th r lati,· tmpon:mcc of omc d tcrminant: is likely to \'Ury bd\\ ~.:en 

difl ·rent t~l)C 1' FDI. i .. r our - c k111g. market- ceking and cf1icic.:ncy- e kin!.! I· 1 1. 

Fw thcrmor . th 1 latn imp 11:111 of FDI determinam muy change O\' r tun . .g du 

to ng mg .. Job.th ati n 
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will :tctuall y react in the expected manner. 'I h1s is because overa ll stability and opcnnc.:ss 

to l·J)J arc nccc.:ssary conditions f(>r FDI. \\hl'I'L':ts th ese !'actors arc f ~tr !'rom suf'fi cic.: nt to 

illdil l'l' I· J)J. r·or example. the lib •tall. :tll!ln nln:tlll\11:11 I:J)J f'rumcworks has hc.:c:o mc.: tlt c 

<i <l tllllt ;lnt type of' 1 f) I poll ch.lll" 111 dntl'lls of de\ eloping co untri es since the mid 

I 1J:\()s ( l ; 1( l l\1 > 1 IJ'h') I 1~ '\\ 1 • th tllllllhct of dc,·c loping countri es that ha,·e signed 

\11111!.: a lthctallrc~l ttnctlt of' FD I and its rrotcct ion al'tcr 

l'tllt \', itlrt C\1'-L'd It :tnllll r~lh 111 the I CJCJO!.. 'cvcrthclcss. FDJ inflows have remained . .. 
stmll 11111Wtl\'t)l' thc c Ill tal! rnucountrics. . ~ 

\ 1'\C · tend to takl: more lil cral FDI reeimes for gnlntec.l. and consider the con\ crecnce 
~ ~ 

ol I l )J regime~ 1o he the n::.~tural consequence of globalisat ion. As a result, the 

lihnak::.~uon of FDI re!.!ulations ma) be characterised by diminish ing returns. 

DL\ clopmg countne nor taking pat1 in the general move towards liberalisation arc likely 

to sutTer negati,·e effecb of restrictive policies on FD J inflows. But, a li beral FDI regime 

docs little more than enabling \1:\Cs to im·cst in a host country. lt is a completely 

dtl'i'crcnt question \\'hether FDI \\'ill actually he forthcoming as a result of FDI 

I i lk'l'a I i s::1 u on. 

\\'hllc the trend to\\'ards pri\'Jtislllg stale-o\\·ncd cnteqwiscs is almost as broad!~ ba. cd 111 

de, eloping countncs as the libcralisation or FDI regulations. privatisation difli:r from 

the latter 111 that it did induce substantial FDI 111flo\\'s in various de,·eloping countries. 

Pr0m111 nt ca ~ 111 lud Latin Amcncan countries and tran ition economic in cmral 

an I l:a t 111 Europ . 

P11 .Itt mron ontnbut I 1gmfi ntly to t\\0 tnl tural hift in the com1 o 1uon 1 1-1 1 

th 11 Ill!.! hare of I·DI 111 c1 1cc . a pm :111 t1 n. notal I in L:.nm. mc11 a. 
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Fir--1. FDI rci<1tcd to th e sal<: or statc-o\\ncd L'I11L'rpr iscs is r·requently sa id to leave the 

()\ n:d l ,·oitlmc ol in vestment una !'I· ·t ·d. Tl11. Is tttiL' 111 the sense th at M&/\ s. in cont rast 
to c'ILT nlield 111\ cstmcllt. ate 110111 )J'lh.m :1 ·i1:111~'L' in ownership (the same is obviously 

tru ~.. \\ hen p11hlic 11'-.Scts !tiC lilt l11n • tic PI I\ :lie 111\'l!stors). Whether or not M&As 

II ICIL':ISC (l\ 'CJ'<J![JJI\C till '111 

[)II\ :tlJ SIJtioiJ ~L'CPJttl. ptl\ 111 111 111 l.tt~d I· I >I 111ay he problematic !"rom a competition-

pol1 n plllllt PI \' IL'" . Itt 

I"L'pi:tn·d h :1 [111\,ll' Ill 

of'"natwalmonopolics", a slate monopol y would be 

I~ (again this also app li es when publi c assets arc so ld to 

dnllll'siJL' [11'1\ ut • 111\ c t 1 ). H nee. pri\ atisation should go along with trad e lihera li sa ti on 
~1nd L"L)mpctJ tJL)Jl p 1 ilc1 _. 1 rc' cntmg the mi su~c of monopoly power and enhan cing 

l'Uiltpctition b;- l rc:.1kin~ u1 monopolies. 

Tlmd. pm JttsJuon-related FDI is often belie\'ed to be a one-oiT event. This is not 

ncc~..·ssJrily true. howe\er. Pri,·Jtisation contracts may specify further investment to be 

und 't1Jkcn Jfter the original purchase. Changes in ownership have f"requently been 

as_·\lCIJted ,, ith significant JddJtion;.~l investment in the rationalisation and moder111sation 

or pm Jtiscd firms. Reim ested earnings of firms. which foreign investors acqu1rcJ 

throu~h printisation. m:1y lc:1d to FDI Oo\\'s beyond those associated \\'llh the tnitial 

tr~m action. Fmall~. pri,·atisation programmes help improve the climate tor FDI in 

JJHIJr ct '' ay . c.~. by indicaung the go\'Cmmcnt ·s commitment to economic rcrorm . 

!len c. 1 ri\'ati~ation-rcl:ned FDim:1y prO\ c to h the gatc\\'ay to higher f-DI intlo\\ 011 a 
re:_!ubr ba 1 • 

~.~.~. [t·onomk l·actor'i: 'I raditional Dt•trrminant 

It 1 maml. "nh 1 ga1 d to c nomtc d t nnmant f f'l I that th 
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rel; 1t1,·c importance ol'rcsourcc-scckmg f DI decreased signilicantly. The share ol'the pn 111 ar:· sec tor in out ward FDI ~to ·k. or m~qm hnme co untri es was below 5 percent in the 1·11 st-h; i\1 o lthe 1 <J<J()s ( \ i\( .. , :\D \ 1l) ). 'llw tL'L itl\ L' decline or resource-seekin g H) I 
111 ;1 ,, :11 k:1st partly. e ·pbnlll \ J.llt '"' 111 cnu ntrics such as Saudi Arabia . The dec lin e 

11 • :1 't <lltnt lor ;1 dencasi11 g share ol' world output. ;\ t till- .. llll l' lltm:. 1 1 )1 11 1~1' 11 1 I nn 1 I c the prckn <.:d mode or drawin g on natural reso urces 

I I )I '' ,, t'a' (lllnxl O\ l:r tra 1~ m the past. when reso urce-abundant countri es lac ked th e l:11 ~ · atllllltllts ot' at'ital rcqlllrcd tor resource ex tracti on or did not have the necessary tL·chnl ·a\ .·kill . FDI tend to gi\ e '' ay to JOint ventures, non-equity arrangements with l'twc1t:n im cstor and arm· s-len!!th trade relat ions when host countri es are no lon!.!;c r 
- - -Cll1hlr: . .lln~J 1n terms of capital and techn ical skill s and arc. thus. abl e to set up compctitt \ e mdigenous enterprises. 

Th~.. rci:Hi\ e importJnce of mJrket-::.eeking FD I is l'airly dirtic ult to assess. It is almost imtltLsible to tell whether this t~vc of FD I has ahead) become less impon ant due to eCtli10mic globaltSJl!On. Rcgardmg the htstory or FD I 111 de\ elopi ng countries. \'arious lllJll'JC:l\ ·wdie. ha\'e sho\\'n th:n the size and grO\\ thor host country markets were among the most tmponant FDI d terminants. It is debatable. however. whethct this 1s (ami \\Ill h ) still true with ont:oint: t:lobalisation. Tradttionallv. FDI was the onlv - -...... - .,. tca. onabk mean to penetrat local market in variou. developing countnes. For 1n t.m . c p ning to LJtm. m nc~1 "a no 1 remising alternative to im c ting th~.:rc a I ·almuu tn "ere h 'Jly J rot cted ( 'unn nkamp 1997). FDI "as us~.: I to ircunl\ ·nt 11111 rt ITI r . TI1 ituallon h change I con id rably m rc Clll tim . tan) devdoJ ing Olllllll ha lib rnli the1r llllJ rt rcgim . th r hy enabling 1, ' to ch bet\\ n un erta ·m • FDI. 
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It should ul so he taken into account that the possible dec line of' market-seeking FD I is 

L11 ~L·Iy res tr1ctc.:d to FJ)J in manufacturin!..! 111tlustncs On the oth er hand , mark et-scck in g 

Fl )J r c.:cc i n~d a lllll_IOI pu-;ll h) th ' ( p '11111" ol Sl'l'\ lt'l' 111dustri cs to , .. 1)1. The hu lk or FDI 

111 "l'J'\'Jcc.:s. "lm·h <Jc.:totlllt I 1 1 11.111" h:uc 111 mcrall l·I)J , is mark et-seek ing almos t by 

lkliJt ll ion. :1s IIHl t 1.:1\1 · .11 111 tll.td:thk in the sc11 sc of' cross-border lransucti ons. 

\ 1 ~·u:1hly. tilL· d Tillt Plm:.ukct· ccking I·DI 111 manuf'l.lc turing may also be co untcruc te<..l 

1)\ IL'glllltal llllcgrtJliPll P '" ~-makers all o,·er the world co nsider regional integm ti on to 

hL· 111.'1Jllllll'Jltal 111 111 lu mg FDI. The basic argument underl yi ng thi s hope is that regiona l 

lllll'~ .. :r~llll'll IIKrca. c m.1rkct _1/c and enhanccs ec.onumic growth (UNClAD 2000). 

ccond. 1ntcgration-mduced FDI may be concentrated 111 some member co untries of 

rcg1onalmtegr:Hion schemes. while other member countries do not benefit at all. Third. 

:111 1ncreJse in market-seeking FDI does not necessarily go along with an increase in 

0\ crJll FDI. The positi' e effect of higher market seeking FDI may be offset if regional 

intL'gr:Hion undermines the mcentJ\ es to efficiency-seeking FDJ by raismg trudc barriers 

ag:11nst non-member countries. 

Ral·k to the ]uestion \\'hether economic globalisation has changed (or will ch:mge) the 

ruk of the game 111 competmg for FDI'.l In variou~ de' clopmg countnes. market-seeking 

FDI wa concentrated 111 sophisticated manufacturing industrie in which 110 t coumries 

l:.!c h.~.: I omp:uall\ .... a h anwgc. Import proteCtiOn upponed high rates or 1 cturn so that 

the effie enc) and intem::nioml competiti,cnc otmarket- cc.:king l·DI \\a not a majo
1 

on t:m ol 1 t H!n Ill\ tor (L'. T. D I 99 ). B~ c ntru t. im nHHJonal c mp 1111 , 
11 
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ex 1 ~-1 ing ones. mu y th en emerge us the mo. I lmport:mt typ ·or· f<'Dl. Accordingl y, the 

contpctitJon lor 1-f)J would be ba cd in ·r ·as1n~·l\ n11 cost diiTcrcnccs between locatio ns, 

tlw tJil cilit y ol· inl'rustructun.: und hu 111 • .. ·I •l.ttcd sc1' Ices, the case or· doing bu sin ess and 

I h c : 1' '"I :Ji1 il1t y o I' ski II f, 

2.2 . .1. BtJ<.iu<·~>~ J•adli taliou 

'J o" !:11 "l' L' tcttl. hu 111 • llllauon relates to one ol' the l'uctors mentioned ulre<.td y in 

kmg FDJ. namely. the euse ol' doing busin ess. I lowever, 

p1 uttHltllltllll ·llllrl. ma~ ''ell go hcyond narro\\'ly-dcli ned busin ess l'n cilitation and 

im·ludL· li ·c:tl .md tJ\ tncenu'c . The latter arc wlwt·Churles Omun (2001) has ri ghtl y 

l:ihL·IIcd .1.· the r criL ot ompeuuon for FDJ. 

Bwinc .. IJcilitation is. ~vica!l~. dealt with by investment promotion agencies 

I I J> \-:; ). 

Jm·estment-generating measures of !PAs include FD I campaigns. industry 

.-pcclfic FDimissions and targeting particular MNCs. Patti cularly, the Iutter 

re\euJ- the shifi.of!P.-\s' acti,·ltics from image-bui lding to more specific FDI 

generation. A su!TC) conducted in the mid-1990s among 81 !PAs showed that a 

great majority of them tned to tdentif":· and attract foreign mvcstors ( . ' 'TAD 

I CJl)..., l. 

11 lm e tm nt-t":.~cilitation ser\'ices con 1st ol counselling. speeding up the appro\ al 

pro .. :n l a si. tance in obtaining permits. These crviccs arc often prl)\'itlcd by 

.. Ill:- to~ ·hop·". 

111 In ad 111 n. after-Ill\ estment cr\'ic related to lay-to- Ia) opcrati nalmattcr 

.11 offer d to tabli hcd forc1gn 111\ st 1 • 

lnl·11. 111 •man. th m a utc i th go' rnment '\\J h t d mor in 1 m1 ofpt • 

. gn en th t F I hl ul fer liom hmimslung 1 tuln 
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" I) 11 · " 1 , (l\'Ct·11111 .- 11 t'· t11't\ 'JL':IIL' m:tjlll' di stortions in the all oca tion ol' 
)It< Ill~ \\'Lit'S <111101 g:;; ~ -~ '. · 

i11 , ,.,1111 c 111 tTSOLIICC~. Substdie h ., 1111111:1\c :tg:tinst sec tors and pro_ieet s not targeted hy 
illl L'II\1\ cs. l:spectally ...,,n:tll 'I Ill\ 

Mot L'<l\ L'l htddlll" \\'.11 " 111,1\ I 

1 11 • • 111 I local Ill\ cstors tn~t:-.- suiTcr di sc riminattoll . 
, 'I\ to . II\' :111d \\'L:akcn public linanccs. LJN(" I ;\1) ~ ~ 

(I IJIJ;..:) llOtnllll:lt Ill' ll ol Ill\ • tlllClll JllCClltl\'l'S has proli l'cr:.llcd; the range or 
· 

1 t 1 311 I the number of' countries that ofTcr incentives have both 
!Ill L'llll\ cs Ill (lll'll.!ll Ill\ l' 

tl1 l'll'asnl st11n: tiH.: mtd-1 ) 0 . 

111L'l'tlll\ l'"·bascd ~.:ompcuuon for FDI h:.~s become pervasive not only among nation:.~\ 
gu\ \.:n11ncnt.. t ut :.~1-o Jmong sub-national authorit ies (Oman 200 I) . Moreover, thi s type 
ol· competitiOn is p::micubrly fierce among neighbours, e.g. govemments in the same 
rcgton. Th1 ma~ render it fairly difficult to strengthen co-operation among !PAs in a 
rcgtL)nal context. It 1s at least questionable whether competing agencies are eager to 
cnpgc 111 an exchange of expertise and experience. unless they realise that "bidding 
\\':tr ... :.1rc counterproductive and llllllkel~ to induce more FDI. 

Tilts rcasonmg is pi:Jusiblc. but the major problem facing policy-makers remains: 
lnccnti\ e -based competition among shon-!Jsted countries may easily degenerate into 
co::.tly "bi !ding war ... Pro-:.~cti\ e FDI po!Jcie are a t\\'o-edged S\\'Ord. A co-opcrati\ c 
approach may hdJ pre\ ent costl~ "b1ddmg wars". hut the dirticultJes in orchestrating and 
enforcmg etT cti\ co-op 1-:.1tion among camp titor hould not be underestimated. nol 
lc:t . 1 becau a-operation mu tin' ol\"e local authontics, in a llition to national 
!;0\ ·nun Ill Th r al t l com \\ hl:n Ill\ tor t:u1 pia •ing £0\ crnmems orr al.!ain I 
c.t h .m th r to lid u~ the \alu ofm mi' 10Jl:Ovcr. it hould be kept 111 mind that 
n p1 m tt nal elTon or inccnm e "ill help uract ignificant FDJ, 1f econ mtc •111 1 

m nt I re n t con u "c to I D I. 

l 
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~~''icie r range or choices on hO\\ to. en c internatinrw l markets, ga in access to immobile 

rc ..,<lt trccs ~111d impr<l\e the cl"licicnr) lll prodtrL·tron svstcms Dunning ( I <JCJ<J). Reportedl y, 

.\I ( 's <~rc increa<.,IJ1 ,L!iy pursurng · mpk:-; llltcgr:lltnn strutcgies, i.e., MNCs "increas ingly 

'-cl'k location.., where the) cur1 11111 irw their own rnobilc assets most cf'fl cientl y with the 

lllllllohrlc: tc-:otllt'C'> thr) 11 ~.:It 110 htr~.: goods and services lc>r the markets th ey wa nt to 

'-l'l' L'" l JN( · I A I> (I <J<), 1 llu 1 c:-;p~.: ted to ha' c two related consequences rega rding 

t h l' < k t e 1111111 <1111 s ( 1 I. I 11 I: 

!lost ((lllllti'IC :.~re C\ aluatcd hy .\llNC s 011 the basis or a broader set ol' policies 

than bclore. Th number of policies constitu-ting a favou rab le investment climate 

increJ es. in particular wrth regard to the creation of location-specific assets 

sought by i\1~Cs. 

11. The relati\e importance of FDI determinants changes. Even though traditional 

determinants and the types of FDI associated with them have not disappeared with 

globalization. their importance is said to be on the decline. 

\lore specifically. "one of the most impor1ant traditional FDJ determinants, the SJLe or 

natronal markets. has decreased in importance. At the same time, cost differences 

bet'' ccn locatrons. the quality of in fi·astructure. the case of doing bus mess and the 

U\ ~tliabilrty or skills ha\'C become more important" L 'CTAD ( 199(>). 

It \\ ntlld ha\' important policy i mplrc:..tti011S i r glob:..~ I ization had changed the rule of the 

g.11nc in competing for FDI. The policy clwllcngc may beconre fairly complex: ho. t 

COllllll'\ !.!0\ CI'I1111Cl1lS \\Ollid h:.J\ C "to provide :.111d publicize a unique SCI of' immobik 

a . ·t . 1 nincnt to tht: typ of no11omic ucti,·it) th~.:y wi h to attract and retam. \'i. -j-\'i 

th c ollcrccl b) oth r countrie "(Dunning l!J<JC)), Arguably. polrcymakt:r c:lll 110 longt:r 

rd~ on the 1 rc\ 10u 1111 rrrcal htcr:nur trc inl.! the ovcniding rol of omc !curly 

I lin ha1 ing th 1 tribution of FDI. 

. Ill lllg Ill I IHIUJII Jl munant . mark t-r I d rl • tan I ut. In a 
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l'nt111d the si;se of host country markets to he the most popular explanation of a co untry's 

proJ1Cilsi ty to <tttract FDI, especiull) \\'hen FJ)J flows to develop in g co untri es arc 

con~, Jd ercd. Subsequent empirical ~tudic~ ·nirohm:ttcd thi s findin g. Even authors who 

di s1111Ssed c<trl ier studies u~ ci i111I 1: ll:t\\ ~.·d ca111c up with res ult s supporting th e 

uch as (j[)l>, popu lat ion, GDP per capita and GDP 

g1 o" tit : c\<t lttpks ai c: · hlll:I I 1 and l·rcy r I <)~5 ). Wheeler und Mody ( I 992), Tsa i 

(I <;<q ) .. lucl Stlll uml 1t11 K(l\\ k1 (I <J<J5) and, more recent ly, Taylor (2000). Chak rabarti 

( 2 ()( l I ). \\ l11lc LJ ucstiolll ng the robustness o I' \'a rious other FD I detcrm i nan ts, finds th e 

l'<liTL'i~ttion bet\\ ccn FDI and market si1c to be robust to changes in th e conditi oning 

Illi<lf'lll<JLIOil l'l. :\gJlllSt this backdrop. the obvious ·q uestion is whether the dominance ol' 

m:trkct-rclatcd factors no longer holds under conditions of proceedi ng globa li zution. 

\\'htl c less traditional FDI determinants ha\·e become more important. Recent cmpiric<.li 

tudies on FDI determinants in de\·eloping countries hardly address this question 

e\plicitly. Yet. some of these studies offer at least tentative insights, e.g. on changes in 

the rele\·ance of market-related and trade related variables. 

:\s concerns market-related \'ariables. Loree and Guisinger ( 1995) find per capita GOP or 

host countries to be a diiving force of FDI from the United States in 1977, but not in 

I l), 2. The authors presume that this rather SLIIVrising result is due to a shift from local 

markcH.ccking FDJ tO\\ ards more \\'Orld market oriented FDJ. This reasoning suggests 

that the mot I\ es for FDJ may have chunged well before globalization became a hotl;

dt:h:ncd i sue. Ho\\'cver. data constramts prC\'Cnted Loree and Guisinger from tcst 111 o this 
::;, 

p1 opo:'i t il)n. 

\ill 'O\Cr. 1nltnriallz J ho~t coumric:s con lltutc :.tbout halfot'thc .ample :maly7cd in 

till. tu 1). II n • It remJtll open to que tion \\hcthcr the pre umcJ hift in FDI moti\c. 

appiic to h th mdu tr ialll. d ami de\ loping ho t countries. 'The 1 c ult ofTs:.~i ( Jl)l)4 ). 

\\ ho amJ lc con i IS of developing countrie lmo I c. clu t\ ly, mdic::l\ thnt the 

tel notd lin inth 19 l,cOmJmcdtoth 
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l JNC 'TAD's reasoning elsewhere 111 the same \\'orld Investment Repon , mark et si;e

rci.IIL'l i , . ~ 1r r~ r h l cs remained the dominant 1nlltll'lll'l' 011 in\\'ard FJ) I C\'en in the mi d-

I <J< Jl Is. 

·1 ill· lrrl d lll :_'s ol"' s:11 (I <J<J 1 l 11 • tiiJHI.IIl'' 111 arwthcr res pect. Acco rd ing to th e 

Slllll rl tt lll L'Otrs L'tJIIUtioll llllll·l. 1·1)1 .1111 til<: growth of' host co untry ex por1s were posi ti , ·ely 

co rn· l<il cd 111 tilL· I 1J70s, but no longer 111 the I <JXOs. One co uld have expec ted th e opros ite 

p<ill L'l'll "s tilL' mutm:s lor FD I :.~re \\'ide! y supposed to have sh i !'ted towards more wo rl d 

111:1r kct-01 icntcd FDI .111ce the 19 Os. The cstimutes of' Tsai ( I <J<J4) may rath er sugges t 

th;lt host countnes' openness to trade represents a f'a·irly trad itional determinant ol FDI. 

!"Jw '"wlysis b) Lucas (I <J<J~) of determinants of FDI in East and So utheast As ian 

countries tends to support this view. FDI in 1960- 1987 is fou nd to be somewhat 

more elastic\\ ith respect to aggregate demand in exp011 markets than with respect to 

demand in the host country. Lucas ( 1993) suspects that the importance of loca l market 

si;c ism crstated in , ·arious empirical studies because they omit export markets as a 

dctcrmmam of' FDJ. 

\lore recent studies typicall) consrder trade-related determinants of FDI: 

~ 1n.=,h and Jun ( 199:) find expon oriemation to be the strongest\ an able for explaining 

''h) a country attracts FDJ. Yet. it is somewhat hcro1c to conclude that their flnJ 1ngs ;m: 

"in line \\'ith the secular trend to\\'ard mcreasing complementarity between trade and 

F[) I". The study also suppons the tari ffj umping hypothesis. 

Ia llmaga. 'ugcnt and Pashamo,·a ( 1 <J<J ) addrcs the tarifTjumping hypothc is 111 thL· 

context or~ pJn I analy 1s on the ffcct o!'ho t coumry reform on I·DI. ross-sl.!ction 

rc.ults .ugg st tlrll FDI nows arc moti\'uted mon.: ttongly by tariffjumping than lw 
~ . 

1 otcntial exp n . th fleets of import tnnff: on Fl It nd to be IH.:gati\ in a time- en. 

COnte 'l 

.• or lm • 1 th n I~ 1 of hakr bart a ( I). OJ nn ••• 
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with FDl among all explanatory \'ariablc. c!dssilicd as Cragilc . J\sicdu (2002), usin g the 

s~tt tlL' pro:--y I(Jr openness. come~ to a similar "lmcltrs ion when separating Suh-Sahu
1
·an 

lto :-.t cotllllries lmm host cotllllncs rrroth 'l tq.'IOil'> J\l"rica dil'l'crs signifi ca ntl y !'rom non-

1\lttl':lll s:llllpl<.: colllltlles "tth II.'"·" Ito ntilc1 l·l)J dctcrn111w nts, whereas the promotional 

clll-ct ol opL'Illtess to tt<tlk on I· I lr lotllHI to he 011lv slight ly wea ker in Africa. 

·1 lt l' prohk111 "1ti1 L' · cnuull) all the c stud1cs IS that they usc tra cJc- rclated va riabl es thut 

:11c "L'IIllllslv lla,,cd. lmr,on taritfratcs cupturc at best part of' the trad e policy stance of' 

IHl-;1 cnuntr1cs. The ratio of c.\pons plus 1mports to GOP suf'l'crs l'rom u large-co untry bias 

and may. thus. lc:.~u to unrcliuhle results. One rccclll'· study on FDJ determinants tukes a 

dll.lcrcnt route in JS essing openness. Taylor (2000) rel'ers to survey results (Wo rl d 

Compctiti\·cncss Rcpon) on the degree to which govemment pol icy discourages imports . 

Th1s measure or openness to trade is shown to be positively related to FDJ undertaken by 

I\1;\Cs from the l.Jnited States. By contrast. alternative measures tried as proxies or 

openness (tariff rates. coverage of non-tari fl baiTiers) turned out to be insib,llli1icant when 

correlated \\'ith FDI. 

T~tylor ( 2000) resembles most other stucJics in that he cJoes not assess changes O\ er trme 

in tile imponance or openness as an FD I determinant. His results do suggest. hm' e\ cr. 

th:u a globalization-induced mcrcase In the rele\·ance or openness cannot be taken tor 

granted. The poslli\·e correlation bet\\'een openness and FDI is restrrctcd to the 

m:rnul~rcturrng sector. wherea the correlation i · Insignificant Cor I·DI b~ ~1 

Lnrtcd .._ tates in thl? scrvrces sector Considering th:ll the recent boom of FDI in 

fi·om the 

de\ l'lor ing COllfltrii.:_ i l:ugely because or FDI in liOn-traded I'Yiccs). the r IC\ a nee ot' 

\ n 1113) ha\ ~.: Je line I. 

hn.dl). th tu ly by ' or b:1khsh. Palom an I You f (200 I) offers insicht 011 non

tnHhuonal d ternunants of FDim d ,. !opine c unuic • though not with r gard 10 tr::t 

rcl:lt d 'anablc Th fo u o thi n hum n apital a ctctminant off· 01. 
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hum<~n c<~p ital as well as their t-rattos IIKrcasc 111 magnitude across the consecutive 

s:lliipl c periods". ·1 he :ntthors allnhutc tht~ lind!IH! l'\p licitl y to the process of' 

.:,o loldi ;:ttiotl. Limi liittOilS olthis stu h .11\' t\\nfuld · I he pcnod ol ' ohservation is 

rL'S III ctcLI to I (Jk\ I(J(J .~ 1111Li ril:lll" ·. 11\l'l llllll' :11c: not studi ed f'or I·DI determinants 

olii L' I tlwn htii 1HIIl cuptt:d . 

2 . ." .\lt·asur-es for lutTl':t 'lll~ H)J in l ' en~ a 

l: J) J grL'" stL':tdd: tlm)ugh the 1'J70 as Kenya was a prime choi ce lor forei gn in vestors 

'-'L'l'k111g tt) cswhltsh a 1 rc cnce 111 Eastern and Southern Af'ri ca. Th e relativel y hi gh level 

ol \k\'l~lopmcnt. good infrastructure. market si7e. growth and openness to FO! at a time 

\\'hen other countries in the regron had relatively closed regimes all contributed to M 'Cs 

choosi ng Ken ya as their regional hub. FDI started at a low of around Ksh800 mill 1on u 

year in the early I<) Os before peaking at Ksh 6.4 billion in 1979-80 (Graph 1 ). 



(ir;lph . I . 

10 

9 

8 

7 

6 

5 

4 

3 

2 

1 

0 

Magnitude of Kenya FDI Inflows 
Shillings (Billions) 

1970 1972 197 4 1976 1978 1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 2000 2002 

Years 

. 'm,.:: l CT ·\D. FDI T CT C databa~c!\\'IRO-ll. \\ '(1rld Bank (\\'DI 2004) . 

Magnitudes of Kenya FDIInflows Shillings 
(Billions) 



1\ peri od of. low FDI begun to maniiCst 111 the early I <J~Os, and has subsequentl y 

cont inu ed to registered erratic 1110\ cmcnts tn d.liL. Inflows of' FDI in th e peri od 1 <JX I-

I <J<J<J a\ ·c r~ t gcd onl! Kslt 1.7 (> billion :t) ·:11 \l!hott!2h the S<il c of' mobil e phone li cences 

to l 'c n y~tn fmct !'ll.ioltlt \L'Illlll 's ptl Ill' 11·1)1 to met l(sh H billion in 2000, infl ows f'c ll 

<Jg;JJ tl to ~ 1 round thL.'II :1\ ct :a.:· PJ'th I<) ·os and I <)<JOs. before rising again in 20()] on th e 

huck of' tc:-; tik i11\ L' IIIJL'Itts 111 • 1 ort p1occssing zo nes (EPZs ) that may not prove 

sust; ttl whk . Altlwll!..:lt I '11).1 \\':J the lead dcsttnation of' FDI to th e East African 

( 'ommunit • ( l \l l in the I\)/( and I 9 Os. the relative leve l of infl ows was never hi gh 

h~ <iL' ' eloping countric 't:.mdJrds. the stock of' I· Dl, which was onl y 7.5 percent o r· GOP 

in ~llO.\. compared \\'ith 25: percent for Africa as <.f whol e and 3 1.5 percent fo r 

Lb L' loping countries 1 IPR-Kenya 2005). Kenya's regional leadership in attract ing FD I 

<list) di appeared as oon as Tanzania and Uganda started reforming their economics and 

opening up to foreign in,·estors in the early 1990s, at a time when Ken ya itself was 

uiTcring from economic stagnation. The end of apm1heid in South Africa in 1994 also 

increased competition in the attraction of large M Cs seeking a single production or 

headquarter centre in Anglophone Africa. 

f'DI intlo"s in 1996-2003 a,·eragcd Ksh 3.12 billion a year. \\'hile inflows to Tanz:mia 

and l'ganda surged to Ksh 22 .4 billion and Ksh 17.W billion. rcspecti,ely. from 

negligible le\'els 111 the I 9 Os (!PR Kenya 200: ). In relati\ e terms. Kenya fares c' en 

\\'Or. c. as its economy was about 30 percent larger than Tanzania's and t\\'ice as b1g as 

L 'ganda's in 2002. While de' eloping countries as a ''hole attracted an annual average of' 

K h J.2 ... 0ofFDI perca1 ita 111 10%-2003. Kenya only drew a\'eruge inflows ofTsh 104 

1 ·r c.tpita. Thi rank Kcny::~ a~ I 2<)1., (out of 14C countrie ) on ' 1 AD' FDI 

pcriLHmanc inde\ in 2001-03.1llw. all1 nc,crr:mkt..: I hetterthan lllthat ::Ill) time slnec 

I \)110. 

Kenya h~1 tllU 1111 cd out on the global urg in FDithat am ctcd most of the \\'or! I in 

the 1 C) • \\hi! 11 a\'cr gc annu I lev I f FDI inn " dou I b tw 11 1 1- : ·md 

, crng mOo" to 1 ican untn multi ph 
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2.4 The Role and Importance of Taxes for an Attractive FDI Climate 

liJ L' IC TD. Monterrey consensus rccogn1. c. ti1L' importance or so und tax systems and 

doJJJcstic ta x<Jti on as the key souJcc ol' linan 'l' lo1 development. (iovernments need ta x 

rc' ,. ,,tic to pio\ id e puhl1c Sl'I\'Jcc· .md lll\l'!-.tlll<.:llt. 1\ wcll- f'ull ctioning ta x sys tem is also 

u kc\' cicllJC ilt of ••ood l!(>\ L'llllll ' 1'1 •dJCt,thliii,Y and transparency or ta xa tion is 

important f(JI dolllt:slll' u-; ''ell u lorCil..!ll CJllJCj)Jen<.:urs because it reduces finan cial ri sk 

rcllltL'ti Ill tilciJ' 111\l'Slllll.:lll . f· llccti\c taxation con tribut<.:s to the quality of' th e busin ess 

cl inwll' . 

2.-L I The Role of Lnc 

T~,, is the most importJnt source of go\'C:rnment revenue. In add ition , the tax system is an 

clement or go' emancc and in pa11icular the enabling environment for private enteqxise. 

According to most of the literature on foreign direct investment and private sector 

Lb clopment. what applies to public policy in general also applies to taxation: 

The firsr-hcsr stratcg:rfor susraincd im·cstmcnt promotion consists 

inmriah~r ofpro,·idmg slahlc and 1mnsparcnt legal and regula101y 

Jramc,,·orks as 1\'CII as adcqumc supporung IIISfilull ons and 

.focillllc.\·. and ofpuning in place a wx -\l'S!cmthal IS in line" i!h 

inrcmuuonulnorms. (Tanzi and Zec. 2000) 

un cvs rc' cal that lll\ cstors rate ta:-. inccnu,·cs rather lo\\' among the factors the\ - -
consider in choo .. m~ hct\\'ccn locations. Poliucal stahility. geographic location. the 

qualuy or infr:.~ tructurc and the a,·ail:.~hility or natural rc. ourccs. upport services and a 

' ell-educated population are cqu:tll) or more important. In I pcnth:nt rc c:.~rch. fiJr 

111 tanc . h) the E nomi t lntclligcncc L nit (Ell ). finds tlwt the 1 'cthcrlan 1. ha an 

a111.1 ti' Ill\ till nt Iimate. C\ en though it do not h:l\ a' l:l)' goo I ratinc 011 ta .. 

\\'nh rcgar 1 In nti n. invc tors cek tran parent tax I g1 hltion. I:: fficient tT'\ 

adJllllll trm1 n an I p1 c li t. bl ta. l urd n g d lu in Cll\' 11'011111 Ill. 

I I 



From the investor 's perspective, weaknes. es in theta\ sys tem introduce tax ri sks simil ar 

to th e risks that they face due to unccrt:unllL'. .JhotJt ownership rights, macroeconomic 

in st<thility und th e ri ght to n.:p.ttnutc 110111:-. . 1\ c:tp:thk <tdminis tration facilitates ta x 

<IS'-l'.'-S I11CI1t i lll ti rcdtiCCS the CO I ol ' d :Ifill,'\\ ith t:I\CS. 

2.-L2 T:t.\ ltH'<.• utivt.·' to ttt a ·t l•o J'('tgn lrn c-,tcH·s 

hlt 'L·i gn dtiLTl 111\L'SinH.:nt h.t 1 111\C cconom1c cflects in terms of employment, 

kilO\\ kd!.!.c tr~lll ."kl. c 1 vrtiC\ enuc. and economic growth . Recognising these benefits, 

111<ti1 Y go ' cmmcnt~ in de' clo1rng countries have opened their borders to foreign direct 

im c:tmcnt and :.tcti' ely try to encourage such invesl.ment. In addition to other incentives 

the~ otTer in th is context. many Go\'ernments off'cr tax Incentives, sometimes on a 

di sc retionary basis. Jnccntnes may take many forms, including investment allowances , 

pro' isions for accelerated depreciation or outright reductions in tax rates (UNCT AD 

2000) . In , ·ie\\' ofthe extensi'e use of tax inccnti,·es by go,·ernments all over the world, 

many economists ha,·e e,·aluated both their potential benefits (in terms of investment and 

its positi,·e effects) and costs. The general understanding of studies done seems 10 be that 

ta\ lnccn ti\ es are a ,·ery cost!) instrument for atlracting foreign im estment and that there 

arc li mits to their cfTecti,·eness. These conclusions suggest tha t there is a considerable 

risk that go,·ernments of Jc, clopmg countncs arc "paying" too much compared \\'Jth the 

hcnL·tits or the im estments they aurae!. II that ts the case. ta.\ 1nccmi' es create a net lu~ 

to the economy and go,·cmmcms have an opportunrty to rai c more rc\enue (i\1on set 

and Prini:.1 200 I). 

It ~~ .llso important to note that 111 many industric tax inccnti\ e arc inclc,·am 10 the 

Ill\ c tm Ill 1 i. ion ompar~: I" nh other factor uch as clo n s or market and 

m :11lahiltty of nmural l'l: our cs: • ccor ling to on urv Y "Ia.\ me emil• s are ltke a 

111 indic te that mccnm cs • rc giv n without a llitional h 11 fit to 
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di stingui shing one country from another: mccnti\es arc also import ant when co untri es 

hec orne more simi lur in terms ol ' l~tctors 11 ·h ,ts cloSL'Ilcss to rcgionul mark ets. trad e 

pol il' ics ~tnd husic econornic n:culat1on: Ill this contc.\t 111 parti cular, governments arc 

C ll r~· l ll in " pnsorH:r's diil:rntlW th '\ h:'' L' :r cornrnon in terest in ceasing to prov id e ta x 

int'L' Ill l\ 'cs. httt t IHHl'-l' to i·l' ·p th Ill Ill 1 l.tt c out of' kar th at oth ers will co ntinue to do the 

s<lllr c. In <rddrt rorr ((l rcduc 111 ~ 1 '' IIU '. t:.t\ 111 'clltl\•es make the tax system less transparent 

<ll lti prcdil·tahk ami plllcrni·tllll\C tor .. arc lrkcly to perceive tax uti on us less stabl e (i.e. 

th L' .\' llll iOLilll'l' :.1 L:l1\ L'II1UI1L ] rohJCill): alSO. tax incentives fo r fo reign in vestors shi l't the 

burden oft:l\LI(Il111 tO lllllllObiJc f':.tctors of'production like labo ur. 

1.5 Rt•vie" of the E:\.i ti ng Empirica l Literature 

The recem empmcalliterature on the effects of taxation on inward forei12:n direct 

im cstmem has Jocused exclusi,·ely on FDI in the United States. Interest in this top:c has 

been stimulated of late by the extraordinary increase in the late 1980s of FD I imo the 

L .S. Iemrod (I<) 9) discusses to \\'hat extent that: increase may be related to the tax 

ch:1nges in the Tax Reform Act of I 9%. 

Empirical stud~ of the effect of ta:-;ation on the time series of FDI in the L' .. was 

p1onccreJ bv Hartman (I 9 4 ). Lsing annual data from I 965 to 1979, he estimated the 

rcsp0 ,1 c of FDI. separ::n~.:ly for investment financed b) retained earnings and transfers 

!'rom abroad. to three ,·an:.Jbles: the atier-ta:\ rate or retum realized by foreign 1m·cstors 1n 

the L' ... the 0 , .. ·r:.lil aftcr-ta:\ rate or return on capital in the L' . and the t:.tx rate on Lt 

c:.tpnal 0\\ ned b~ foreign ·r rclati' e to the Ia\ rate on .. cupital 0\\'11\.:d by L' .. 

Ill\ l' to1 The fir t two term an: llldlllt Ill pro Y f'or the 1 rospccti\ c retum to nc" I· Dl. 

lhl lir. t term being mor appro] rint for linn con i I ring e:pansion or current 

op rations and th e on lm m.:, 1 pli ·tble to the acqui~ition of c. ·isting a et \\'hich me 

tc to am cxtraordin ry rctum ha don 1 r iuction of di er minted 
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v~illl;rtion of · assets. ultcr the foreign im cstor's ·os t i lll lthcrcf(lr"C th e return to ucquiring 

I he ;rssct. 

ll ;rrtr1run docs not :rttL:Illpl t 1 lll':t till' l'ltlln :11 1 dTt.:c ti vc \\' itilholding tu x rut c or 

the l on: r ~· 11 11r ro rr rL· t:l\ 1:111: rppl1 I to til· .IU!.!Il":rtt.: ol' f(n t.: ign direc t in vestment. li e 

dckrHi s th L' II <rhsL: IIt'l' h\ Ill till" th ·l1kclihood tlwt tll L: uveru gc valu es of" these ta x rates 

:rr L· rc l<rt" L' i \' l'llll 'UIIlt ll\ c1 lllll '. l·urthcnnorc. no attempt is mudc to mcusurc th e 

alt crrwtl\ c r:tl L' lll ' rctum U\ uliallc uhroad to foreig n investors. ll artman's regress ion 

n:st rlt s rc\ cal ,1 po rll\ a:~ocr:.~uon of both after-tax rate or retum \'ari abl es with th e rati o 

to l ' .. ·. l i ·p of FDI tin:mccd b) retained earnings. and a nega ti ve assoc iati on o r th e FDI 

CJ~ J> rauo " rth the rcluti\T t:J.\ rate on forcrgners compared to domesti c res idents. The 

model docs not e\pl:.lin transfers from abroad as we ll as retain ed ea rnings, although 

cocl'lici ents of all three \'ariables ha\'e the expected sign and are signifi cantl y different 

from 7ero. Harrman concludes fi·om this resea rch that the effec t of taxes on FD! , both that 

imp lied by reim·cstment of eam ings and that accompl ished by explicit transfer or fu nds. 

is quite strong. 

Baskin and Gale ( 19 6 J re-estimate Hartman's equation using the updated tax rate 

~rnd rate ofrelllrn senes from Feldstcrn and .lun t llJ C1). Although the estrmated 

elasticities ofFDito the r:nes ofrelllm arc .omewhatlo\\'er. none ofthc point c timatcs 

eh:rngcs by more th:.In one standard deYiation. They :.1lso extend the sample for\\':.Jrd to 

}<J,' .. L and 111 .omc c:.1 e back\\'ard to J<J:(l. and experiment \\'ith a variety ofaltcrnati,·c 

nplanatory \'ariahles and fi.111ctional form They conclude th:Jt although the results :.1rc 

. om'\\ hat 11 iti' to ampl period ami 1 c 1ficmion. the qualitatl\ c conclu 1011 or 

I Ianman ar l~url~ robu t. 

y ung 19 ) tt r '1. d data on Ill\ c tm nt. P and rate of n::turn cam~.: II y 

IOilll!ll I 11111 unilar equation . 1 h th c trm. t 1 da II 1111.:: 

the 1 at 0 I tllll 1 all an the 1 ln11 c rnt I tctum. 
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ror stud ying l'o reign direct investment through IlL'\\ l'u nds when <1ppl icd to the ex panded 

S<lll lpl c peri od. Relaxing llartman's assumption nl :1 unit:try inco me elasti city and 

incl11ding th e lugged dependent' uri ·thl' '1, a l'l!.!.ht-lwnd side vari abl e docs not 

s u hs t t~ llll < ill y :li ter till' coltclu'>IPns lPt I ·t.IIIH:d l':lllllll!.!.S (t~ lth o ugh the cstim utcd 

IL''>Jl<liiSi\ ciH.:ss ic.; c.;i!.!ntlic:ttttl) I 1\\ 1 ), I til th~· 1:1\ rcsponsi\ cncss or tra nsfer olncw l'unds 

st !I I 1s 11ot supp(lltL'd 

c\\ Jon ( 1 \J 7) r ·c:-.::.tm1nc · the rcsul ts or II unman as we ll us Boski n and G a 1 c. 

DUll II!.! h1s ~lttcmpt at rcplicauon. he disco\crcd thut the series mcusuring the rate or 

rctum on lorcign direct in,·cstmcnt. used in all curlier papers had been miscalcu lated rrom 

the nriginal Bureau of Economtc. Analysis data for the years I %5 to I 973. Using the 

corrected scnes the equation explain1ng retained earnings does not fit as we ll , although 

thL' equation c\.pl:lming transfers fits better. In C.\pluining retai ned earnings, the cstim<ltcd 

co-~_·l'ficicnts on the retum to FDf and the tax ratio arc slightly larger in absolute, <liue and 

remain statistically significant. although the estimated coefficient on the net return 111 the 

L.~·· is lo\\er and is no longer statistically s1gmficant. For transfers of funds, the 

e.llmated coefficient on the retum to FDI is much larger and becomes significant, 

although the estimated coefficient on the net return in the L.S. becomes smaller and 

in.-1~nificant. \\l1en the sample period is extended to range from 195(J to 19 .f. '\e\\'lon's 

rL'. lilts also di ncr from those or Hartman and those of Bosklll and G;Jie. In particular. the 

~.:qu.llion explaining transfer of tunds fits poorly. and no estimated coefficient is 

• i~ni licanL 

It j notal I that none of the c studies ha de\ iated' ry far from the approach 

tahn 111 !Ianman' 19 -t pap L I though Young ( 19 ' ) r f r t I eld tcm' 19 2
1 

hllum that. 111 the ul o a p rfe tly p c1ft d m i I. many altcm:uivc 1110 tel 
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th e ir1 ccnti \'c to undertake ne\\ i1n·cstmcnt dcpcn Is on the effec tive marginal ta x rate 

wilr cil , ~ r s is \\ e ll known. can dcvratc 'llh:t~lntl~llly frnrn an ~ t, ·c r~l gc t·1x rutc concept. 

~one ol"tile c\i..;tltl • . tud1c all 'IIliis tn l'sltll1~1k th e ciTcc t of' the home countn·'s 

lit\ ;ys tcnl 011 I I >I 111 till; l S < )J Hit '. ( olkclillL!. the ~1p p1 o pri a t c datu is dif"fi cult and 

pc tk rps. iiS ll :llllllilll :tll.!ll'd, til· · 1.1 1.11" ha\c 1101 11 1 l ~c t \"a rt cd much. Th e ohscrvcd 

st;tl lt lit\', tll ou!..!h. :1ppl1l' IP ·w tut r~ t.1:-. rates and not necessa ril y to th e more uppropria tc 

L'ikc tt\ c tn at!..!IIJall~l\ rat-. I here 1 :.rl o a thcorctrcal reason to loc us attenti on on the 

hustco urll ry t:r:\ r:1t ·.I Ianman l 19 ~)has argued that onl y the hos t co untry's tax system 

mat tcrs lor 1 n n·stmcnt commg ti·om suhsidi aries' earn ings, even when the home co unt ry 

tu\cs 1ts re, ident on the b:.rsis of,,·orldwide income. This is beca use the home cou nt ry's 

ta\ cquull ~ reduces the parent's return to an investment and the oppOJ1unity cost of 

making un ill\ estment (remitting a di,·idend to the parent ). Thus, lo r any subsidiary 

'' husc desired 111\ e tment exceeds earnings. the tax due upon repatria tion of earn ings 

dth.'S motter. This snuation would likely occur to newly fo rmed subsidiaries. In any e' ent. 

it is,, orth\\ hile to ill\·estigate empirically the impact of both the home country's rate of 

ta . ~1tion und Its system of taxing foreign-source income. 

The imeqxewtion of the estimated coefficient on the rate of retum to FDI , uriuble 

1s :tl:-.o problematic. :L ,-tressed by C\\'lon. fillS rute ofretum IS defined as the allcr-ta\ 

income ti·om direct ill\ estmcnt di\'ided by the stock of direct inYestment. When the home 

cor11Hry ha a foreign ta:\ credit with deferraL it is often optimal lor the subsidiary to 

lin;111cc in\·e tmem lw lir.t using retained eammgs. und only when these earnine.s arc 
. -

C\h:lll ted tOll <.: fund. tr:lnsf'crred f)·om the par Ill linn. 'J his hier:.~rchy of' fin:.~ncing 

Implr that ,, h 11 , r a uh idiai")' inve tmcnt exceeds its r 1 ined eam 111!.!s. it n.:tainc 
1 

c:rrn 1ng ,, 111 '\ncth c JUnl its in orne. Thus for the e finn we would e:pc 1 u direct 
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<Jrgtttncnl m~t y also apply to suhstdiarics of linn. residing in countries thut emplo y 

let rttorial s_vs lcms of' ta xation. thus rend -ring prnhkmatic any observed empirical 

~t ss oci~ttion helwccn FDI out ol'rl:l:.ttn · IL':llntnl.!s :1 nd rcali;cd r~tlc ol' return. 

Skttlrod (in R<l/ ill and ~l<.:n11od. I 1tlh lllllll") :tttctnpts to n.: nwd y some of' the empiri ca l 

prollicJllS dt Sl'IJI,S(.;d .thO\ ' II' ' I '11 I 'Ill lttpd:llcs a llartman -s tylc mod el or Li""re"al e 
~b C' 

1:1 )I 111 til L' l '.S. i11 p:11 t 1 ·pltllll" u Ill .1 liiC of' the a\ crage rate ol ' ta x by u meas ure of' the 

tlt :tt" lllni L·IhTti\L' IU\ I -tiL' lllllC\\ lll\C tmcnt 1 hts anal ys is is generall y supporti ve ora 

tl cg:t tJ\L' 1111p:tcl ull'. ~:II' ll\ rate of'w:o:allon on totul fOJ und new transf'e rs of' 

I'LJtHis . hut not on retained L::.lming . 

2.5.1 Some Theor~ and the Empirical :\lode! 

The modem liter:.~turc has. for the most purt, concluded that the demand lor FOI is 

prim:1rily an issue of industrial organization. Dunning (1985, p. 6-7) has arg~1 ed that fDI 

h) lirms of countr~ A in country B is more likel y if A's finns (i) possess ownership

SpL'cific adnntages relati,·e to B's firms in sourci ng markets. (ii) find it profitable to use 

these achantages rhemseh·es rather than lease them to B's fin11S, and (iii) find it profitable 

to utrlize their O\\'nershtp-specific advantages in B rather than A. A large body of' 

cn1pirical lrtcraturc h:.~s been addressed to tesung this theory of mtcmational production. 

11. tt:tlly rckrrcd to :.1s the "eclectic" theory. i\luch of' this research has bt;cn cross-

L'l'tloJwl. relating the e\tcnt ot'lorcign imcstmcnt in a gi,·cn ector to characteristic oi' 

that. ector that rq)rc cnt O\\ ncr::.hip-SpL:cilic :md loc:uion spccJflc compar:.lli\ c 

ach :m t:.tg _. C\ era! C\:.llllplc. o( till t)11C oi' analysi arc com:.1ined in Dunntng ( 1 t) :"1. 

tuft ofth ff t oftax ti non FOI have gcncrJlly taken the per pc ti\·c that 

"h.1t , ct it. b n fit to finn ar . th y mu t b bal. nee agamst th ta · con cqu nee of 

a11 , Ill!.! ut 1·01. n 1 tmil h)1) th i1e that theta: ' tcm of both ho 1 c tmtry an 1 

th 1 11111• t th inc Ill I\ c conceming FDI a , • 11 h " 
10 
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;\s do all co untri es of the world, us: '11. the right to tux the income orioinu tin n 
b b 

witl1in its bord ers. including the mcon1e g 'JH:r:llcd h~ lllllitina tion~tl s. The effect ive ta x 

rat e 011 thi s income depends in a compl1 at ·d "·''on the sta tutory t ~t x rate on co rporat e 

in co111c. the extent of l<t\ ncd1t "l.lllt ·I. attd the dd1111tion of' the ta x base, including th e 

<.y<.tc lll of liL'prLTiiltiOII Ulld ilO\\ 1.!1 

COIIIItl\' SOlll'l'L' iiiHIIPt~·ll.!ll · llll 

111 'C llll ·and deductions arc ~t ll ocatcd between 

1 h~'IL' a 1 ~· t\\{) :.tpj Jl):.J h to mcasming the effective tax rat e on new in vestment. 

In tltL' ~tnal\'tlcal appro:.~ch pioneered hy Hall and .lo1genson. one ca lculates th e level of' 

prL· t~l\ return reqUired lor a _tyllzcd Jn\ estment to yield a given ret urn after tax. The 

,, cd!,!C l'Ct\\ een the pre-ta:-.: r:.~tc of retum and the after-tax rate is a measure of the tax

rci~1tcd til incenti\ e to 1m est. This procedure requires details on the tax code, rate or 

iniLttion. economic depreciauon rates. proportion of debt and equity finance, and costs of 

deht and equity tinance. Thus the etfecu,·e tax rate on equity transfers and retained 

carn1ng on FDI \\'Ould be different. 

The altemati,·e approach is to calculate the ratio of taxes paid in a gi\ en year hy a 

111C~tsure or Income that is independent of the definition of taxahle income. TI11S approach 

111~1~ capture some of the features or theta\ law" h1ch are left out of the ana1:;.11 cal 

~tppro~1 ch. :.tJH.I also may more :Jccur:Jtcly capture some features\\ hich arc present 111 the 

anal\ tical models hut :.~re maJequately rt"prcscntcd by the stylized assumption that must 

he 111~1 k to calcui:.Jtc margin:.tl cf!'ecti,·c t:.J\ r:.~tc .. 

J'he cowltr~ of n; ·i lcnct: o thl' muhm:.ttionalm:Jy al o assert the right to tux the 

1ncom thnt I~ g n rat I. ., hi 1 not. h(mC\ cr. true of all countries. omc countric . 

notahl) ·ran therlan I . OJ nte n "territorial" ; tcm for active (i.e .. 
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multinational s a limited credit against domestic t~l\ liability lor certain taxes paid to 

for L· ic: n t!O\'C riJmcnt s. The credit IS ~·cner;illy lim11L'd to wlwt ta x liability the forcign

solllt'c in co111c \\CHild Incur Il ' homL' ountry t:l\ 1uks \\Cn.: app li ed. Finall y, in most cases 

til e t:l\ liuhillt \' (;11HI credit! .IllL:Ildltlllln ul si l1nrivs' f(J ictgn so urce is cl cf'crrcd until 

dl\ 1dc1His :IlL' 1cp;1ll'iut ~:d IP til· 1 .11 'Ill omp:lll) I o1e1gn so urce inco me of' branch 

opn:III OilS is tlot . IHl\\ L'\ 1:1. d ·I 'II •llut Instead i'l ta-..;ahle upon accrual. 

1.<.:1 ,.,. hL' tile ·I !'·Ltl\ rutc ofta\ on nc'' im cstment imposed by the ta x sys tem. 

Fot .1 nwltiil~lttnnul li·onl u ountr~ us1ng the tcrntorial system, r, 11 is also th e total tax 

burden 1111posed fur J multinallonJI fi·om a country··with a wo rld wid e system of'tu xa ti on, 

thLTL' is another lc\ cl or ta\atlon to consider, that of the home co untry. The "o ld " view or 

th1 s C\tra lc\ cl of l::l\Jtion 1 d"'en by max (a(tu- rm). 0) where t" is the tax rate of the 

home countr) and a is a ,·alue bet\Yeen zero and one that reflects the benefits of' being 

able to defer the tax liability on subsidiaries' foreign-so urce income until the camings are 

rcp;1triated. In the c::1ses where eamings are never repatriated (a is equal to zero), or when 

tlw lirm is 11, an excess credit position (rm --" lu ), the home country tax is irrelevant. An 

oppnsllc C\treme case occurs" hen a. is equal to one. implying that the host countrv tax 

li;1hillly of the multmJtionJI c::1n be fully offset hy the home country tax credits. 'ote that 

r11 I:-. ~encrall\' clo·er to ::1 statutory rate concept than an effective tax rute on Investment 
- . 

' 

s1ncc the home country ta\ b::1se for foreign-source income generally does not take 

uccount or. uch thing: as acceler:lled depreciution :md inYestment tax credlls thut affect 

th~.: ta.\abl income due to dome tic operations. • 'otc that (U(t11- r111 ) can be negative ift" is 

1 • th:m r111 • Jn thi. ca c t~l.\ paid to the ho t cotuJtr~ gcnerJtcs foreign tax credit that 

111,1\ h tuxl to otT ct th tax that ould othcn' 1 e l e due on repatriation from low-tux 

cotllllt, ,, ho c tlecm tax rate i than t,,, 

Th "nc\\", i w o th t talta ·bur I non FDI. due to Hanm n 19 4 ), hold that 
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is itn.:lcv~llll 1(!1· the inccnti,·c to invest. F,·cn undct the new view, however, the home 

cotttttry ta x r~ttc \\ould be relevant l(lr hom' nHtntt\ multina ti onals that arc 

C(llllclllp llltin g a transl'cr or l'und to a 1 11 'l"ll :-.tthstdt:lt\. It is dil'licult to reconci le, 

tiHltt!,!h . th e simultaneour.. occuttL'Il lll.tll. r'L't s ol ' ltttlds and remittance of di vidends 

!'10111 St th sidt<tiiCS, sitlt'C till.; Ill!\ Ill Ill \11 :111 :l\'OtdahJc tax li abi lity 

Thus utldL'I tilL· "tiC"'' '1 ".the total tax hurden on FDJ Jinanccd by reta in ed 

can1tt1gs is,.,, hut j.., r111 <1..(111 - rm) lor Ill\ cc;tment linanced by transl'cr of funds. The ole! 

, tl'\\ dtd not dtsttngut. h dclt and cqUit~ linanctng. using the latter express ion lor both 

The ,·alue of a ,,·ill depend on the excess credit or limit position ofthe potential 

111 , c tor. If the multinational is in an excess credit position, so that the average rate or tax 

patd 10 Joreign go,·emments exceeds t,. then at the margin there is no extra tax due to the 

home countr~ g0 ,·emment upon repatriation. II' the multinational is in an excess limit 

posttion. "here the avemgc rate of foreign taxes paid is less than 111 , then the repatriation 

tax !11:1) he bmding at the margin. 1\ote that this depends on the average rate or tax pait.l 

10 all loreign go' emments. Thus e,·en if rm is less than tu. if the overall foreit,rn tax rate 

c\cccds t
11

• then the ho.t country tax rate 1 the margtnal rate (a is close to zero). 

:\ I'L'l'Cnt paper h~ cholc and \\'olf~on ( 19 9) has suggested that the ownersh1p of a 

gi' .._ 11 • 10 k o!' domestic c:1pital "ill depend on the rclati,·e tax rate paid by altemative 

0 " 11 1 •. 1 hi. imJ h : that. m the cont~.:. t lot 0" ncr hip of domestic capital. foreign 

O\\Jl r. will h mor lik ly to he ::;tt ful th~ lo\\cr i the ratio fr 111 a(r11 - r111)j ,.
111 
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cxtL' Ilt th ut r
111 

reduces the incentive to undertake tn\ c, tmcnt in host coun try, both 

tl o tncsticallv und foreign-owned tnvcstmcnt "til kclinc. The overa ll impac t on FDl thus 

dcpL'Iltis 011 the rc.:lati,·c strength ol'thc: ·hoi·:-.- \\ ol!'son ownership c fTcc t ancl the vo lume 

c fTcL·t. htrthcrmorc, the owm·rslltp IT l :q pilL's only to investment f!·om co untri es w ith 

a \\'mldwidc til\ systc111 1111d >111\ t th t 111 that the multinutionu ls arc in an excess 

li111 i1~1tioll posltiOII, Sll tll;tl tdditl lll d 1.1 C. paid to tilL.: host government do in f'uct 

gc tll'l':lll' :tddtli(>IHII ll)l l:lt!ll Ul I lit 

7 

\ 

\ 
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3. RESEARCH METHODOLOGY 

3. I Research Design 

A survey/ ex pl oratory research design was cmplo) Ld in order to address and capture the 

objective of th e stud). 

3.2 Populalion of lh <' S lud ~ 

Th e populati o11 (>!tilL· stud\' lll11J n d ·dlthc taxes levied in Kenya by the Kenya 

Rcq;nu e Autl wrlt\' ( Kl' \). lllh 1 aggregate data on stocks and Oows of FDJ and oth er 

rck, ·ant variahk · ll.1r the p~.:n d I 994-2003 that was assemb led from a variety of sou rces. 

3.3 ampling 

The tud\' sample compnsed all the taxes that were reasonab ly expected to affect FDJ and 

,, ere found to be consistent within the period of the study which was the ten years from 

the year 1994 -2003. There \\·ere \'arious taxes that affected FDI, and these were effective 

tax rates: four altemare measures of the tax disincentive to new investment in Kenya, 

three marginal (one each for aggregate investment, transfers and retained earnings) and 

the folll1h an a\·erage measure. effective tariff rate: data on import duties and the va lue of 

imp011s. The sample" as reasonably easy to access as the information was with the 

rck,·ant government authorities. 

JA Data ollectior1 

ccondary data wer collected from the lnv~.:stment Promotion entre (IPC),. atrobt 

tod: Exchange(. ' E) and K 1ya Ren~nue Authority (KRA). Annual changes in volume 

ot l·orcign Oir~.:ct Im· stment in K~.:n:a from I 994- 2003 were gathered. The vanous 

ta ·mion measures th t made up the t:tiL:cti\ t: ta. ralt: and the effective taritf rate during 

the ten year \\ r ol tain d from th K nya Rev nuc Authority (KRA) and other 

go' mment agcnct s hat deal with formulation and implementation ofta. policy in 

K n.·a. 



J.S Data Analysis 

The data were checked for accuracy, consistency. and completeness. Descriptive statistics 

were put to usc to find out and to present the matn ·hanges in the variabl e va lues during 

the period of the study. F 111ally, regrcs. wn 'tn·d: sts using an appropriate model was 

c<ttTicd out to find out the magnitude and dm: ·tinn of' the rcl:1tionship between ta xation 

and 1'[)1, if'any. 



4. DATA ANAL YSJS AND FINDINGS 

Thi s chapter an alyses the data collected using regression ana lys is too ls. Th e analys is is 

cli\·id ed into sect ions as fol lov.'s: 

4.1 Prrliminar~· Analy' i' 

4.1 . 1 Ahsolule A nal ~ · ~, jl, 

TL! hlc ] . /\ nn wil \'(lillllll' lll I I I lnlhm 

Year 19 It Q{ I 199 1 94 
1 

J9t)5 

1,7 2. 14 1.24 4.28 i FD I Kshs 0 .. 

(Billions) I 
Data ource: Yariou IPC Report 

-
1998 1999 2000 2001 2002 

--r-

1.27 1.39 8.87 0.42 I .89 

. 

This data can be depleted usm_s comparative bar chart and pie cha11 as shown be low: 

2003 

(>.54 

The bar graph shO\\S that inflows ofFDJ in 1994 were quiet low at Kshs 0.37 bi lli on , at 

its lowest and increased to Kshs 2.64 billion the next year. The graph also shows that 

2000 had the highest \'Oiume ofFDI innows at Kshs 8.87 billion. The line graph conveys 

the same message as the bar chm1. 



Graph 2: Volume of FDI Inflows 
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T;1hle 4. Annual Percentage Change in M ETR 

'\'ear 1994 1995 1996 1997 1998 I 1999 2000 2001 2002 

R,u '1«, 22 20 . .13 21.17 17.(>4 I 20 I 15. 1 (> 15 .89 16.71 18. 6 I 

Data Source: Calculated from mformat10n oht :uned from vanous government 

authorities 

Th e graph shows til <lt lll ill •1nal L:llclll\ 1:1 r:11 ·lei I ftom 22'1;, in I <J94 to 20.33 '1(, in 

2003 

18 .(>1 

1 <) <h , !'olio" cd hv :111 i11C I1.::1 ' I 1 I!. 1 
u Ill I<)<)(> . 'I he rate th en showed a gradual declin e 

in til e cot1scqm·nt VCill ~ d u:ltlllll~ t I·. <J!'othc year 2000. Marginal effecti ve tax rate 

th en c limbed tol l' (1 l"" where it r marned for both the years 2002 and 2003. 
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T;thl c 5. /\nnual Percentage Change in M ET R (Transfers) 

Year ! 1994 1995 1996 1 1997 1998 1999 2000 2001 2002 2003 
I 

f---
1 25 .44 25 .(>8 24.(>') I 23.92 I _2 .14 _(J.19 2-+ . 14 23.7 1 

1{1 'Yc. 
2] .<)4 i (> .<J7 

-'------
Data Source: Calculated from mformatwn ohtamrd from vanous government 

authorities 

The m;trgin al c!Tcctivc t.t. lllk I >t 11 111 IHl\\ s a downward trend with the tax rate 

hc111 !2- _5.44'' 11 111 11J1J4 :tttd l:dl111' l --·1 11
n in J<JlJX. It showed a sli ght increase for th e 

fo ll uw ing year lt> 2(>.1ll"" 1n th • 1 after the rate reduced to about 241% in 2002 and 

II ' ) ) ~ th c11 plumm L' llll l! to 1 (> , \ ,, 111 _! ~ 
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T<~hlc (>. Annual Percentage Change in METR (Retained Earnings) 

Year 1994 1995 1996 1997 t99s 1 1999 2000 2001 2002 2003 
i 

R" cy;. 40 3<) 40 38 :;-t Ln 38 39 43 32 
-

L--
Data Source: Calculated from mformatwn oht:unt' cl from vanous government 

authorities 

Til L· gr:1pll t L' J11 CS<.: Illlng llllllf.!IIJ:tl ·I ·II\' 1.1 101 Jcl<llllcd earnin gs shows an C IT<~li c trend 

in til e I)L'ICl' l1t Hl!L' ciWIJ l!cs. 'Ill tt ·n I r< mthc I <)<)4 to I <JW> was fairl y stabl e with a sli ght 

ch<tn gc !'rom 40 11 o t{) .10 11
11 in I 1 (:an I hack to 40%. ll owever, th e following year showed 

a slwrp dcc lim: or _o,, and (1
11 u in J\)9/ and 1998 respective ly. The rate then peaked to its 

hi ghest at 4_, 11 
0 

in J C)t t) and 20 I before spiralling. downward to 32% in 2003. 
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Table 7. Annual Percentage Change in Va lue Import Duties 

Year 1994 1995 1996 I I 997 I 1998 1999 2000 2001 2002 2003 
I I 

IV1 icl '1<. 2(> ] I 28 I ]4 1 :11 '27 :n 2(> 28 2<) 
'--c____ ---:-'-

Data Source: Calculated from mformntwn ohtamed from vanous govern mcnt 

authorities 

Th L· t!,r~ 1 pil above ~how ~ ~ 111 L:ll\llll llH\\ 'Ill 'Ill of the 1 atcs !'ro111 year to year. I '.>'.>4 's rate 

w;1s 2(J11 " cl1 11lhltll.!. to J 111 o in II) 111 lth 11 going down to 28'1";, in the followin g year. 

1 ()()(J s< t\\ the rul e siH.wlup ll) .\ " r du 111g mcagrcly by 3% points in I 997. The trend 

con tinued wttil sharp up: unJ d '' lL for the rest of the years where it stabili sed at 29% in 

2003. 
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4.2 Anal~'s is of Taxation Impact on FDI 

4.2.1 Analysis of Correlation Coefficient. 

In this sec tion , we arc interested in im esttgallllg '' hcthcr the corre lati on is a sign i ficJnt. 

The strength of a lin ear relationship will be m ·a:tti'L'tiustng the Pearson 'o rrclation 

Cocf'ficient. It is expected that there IS a. i •nili '.till rcl:ttionshipmarginal effecti ve tax 

rat e lll <troinal c.:ITcc li \'c tax rate fot linn It'll ·d lunds, 111ar '111<11 dTecti vc tax rate for 
~ ~ 

~ 

retained earnings, c.:fTcctivc latifl't.tll: .1111 H I inflows. 

WL· ttsc u two tui kd ' :tilll' ll1 lkl '1111111 '' hcthcr the corre lation is a significant one. So the 

hypotheses arc as f(Jiiln\ s: 

11 1,: = 0 i.e. there 1s a tW :ig111licant l111ear relationship between taxation and FDI 

11 1 : -= ( + -) 0-l there i_ a igni ficant linear relationship between taxation and FD 1 

.'.!\ two tailed test 

Table : Relationship bet\' een taxation and FDJ 

Tax Rate I' 

I 1arginal Effecti\·e Tax Rate Rm -.400 

I\l<tr"inal EffectiYe Tax (Transfers) R, 
~ 

-.443 

:\1arginal Effecti\'e Tax (R. Eamings) Ru -.441 

Eflecti \ e TariffRate \lid I 
I - . 

.662* 

* CLliTelation is stgmficant at 0.0 Je,·eJ (2 tailed) 

-L! . .! Analy i of 'larginal ffecti' e Tax Rates 

Tht· wble showed that there was a negatn·e corrclatton for the marginal effccti,·e t<t.\ rate 

<llld 1·01 inllO\\ wher th com:lation coefficient was -.400 The conelation coefficient 

101 marginal effi cti\ HI · rah: (transfers) wa -.443 . lso showing a ncgauw correlation. 

-1 h marginal ffi cti' · rate (retained earnings) showed a ncgati\'c correlation \\'ith a 

fficicnt of-. I . Ho" 'cr. th COlT lation co flicient for ffi ctive tariff rate \\'a 

di fl rent rom th oth rs t. -·its c rrelation wa ignificantl , po itivc m th -% level. 



4.2.J Anal~' sis of the Model 

The I< in thi s mod el was 0.822, which is close to I. This thcrdorc can he interpreted to 

mc: ttl that th e mod el is explaining \\'hat IS lwpp ·ninl! to :t f'airly :tccurate level. R2, whi ch 

shows the proportion of \Cmability in th · I p ·n I ·nt ':ni:thll's, is :t.t 0.(>75, which is " hi gh 

proportion . Th erefore this Sll •gc ·ts tlt.ttt)lll llWlkl is 1clat1vcly fitting ou r mod el. 

The An<tlysis ol'\'<llt:tttcL' \\lllch imiJ .ltc ''hcthcrthcre IS a sign ifi cant linear 

rcl:tttonship hl:l\\'L'l'll tilL'lkpcmknt \,lJ'Iahlc and the combination ofthc 

c\pllltwtory ' '<lltahks and the 1 · -tc~ t used to test he 1 ull I lypothesis that there 

is no lin ear rclutiotdlip is U. l Cll . \\'e can sec in our study that there is no 

linear relationship With a stgmficance \'alue of less than 0.05. 

-L2A Regre sion Analy i Results 

T :t h 1c l): \I od I ummary 

R Std. En-or 

\ lude quar Adjusted of the 

I R e R Square Estimate 

I .S2'(a) .6 7 5 ..+16 2.1636 

a Predictors: (Constant). Import Duttes. \ttargmal effective tax rate (transfers). 

~larginal effective tax rate. \.1arginal effective tax rate (retained eamings) 

Tahlc I 0: A. 'OVA (Analy -is of Variance) 

h 

7 

F lg 

. 161 (a) 

ta · rate ( tran fct ). 

retained camings) 
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I 

T<ihlc 11 : Correlations 

fol)j 

lllll)\\ , 1;tr •ina! 
( B i l11un. 1 n · · tl\ ' ~ 

Kshs) I a" Rate 

FD !ln!lows fl cmson ( 'o 11 L:ln\1011 1.000 .400 
f-:-· 'I I (Billions Ksll s ) S1e,. (_ ta1 ct) .252 

~ 10 10 

Marginal Ulcc ti vc Pearson l'orrclati~"~ll -.400 1.000 

Tax Rate Si\.!.. (2-tailcd) 
,-, __ )_ 

1\.; 10 
., 

10 

Marginal eflcc li\ c Pearson Con·elation -.443 -.007 

Tax Rate (transrcrs) Si g. (_-tailed) .200 .985 

'\ 10 10 

Maroinal errccti\'e Pearson Conelation -.441 -.156 
~ 

tax rate ( ret~11n cd Sig. (2-tailed ) .202 .667 

eamings) '\ 10 10 

Pearson Con·elation .662(*) -,166 

lmp011 Dutit.:s Sig. (2-tailed) .037 .646 

'\ 10 10 

-* ( orrelat1on IS s1gndic<mt at the 0 0) le\ el (2-talled). 
**C'oiTCiation is significant at the o.cn IC\'Ci (2-tailcd). 

Marginal 
Margi nal c rr ccti ve La x 
crrccti ve rate 
Tax Rate (retain ed Import 
(transrers) earnin gs ) Duties 

-.443 -.441 .662(*) 
.200 .202 .037 

10 10 10 

-.007 -, 156 -. l (>6 
.985 ,()() 7 .(,46 

10 10 10 

1.000 .826(**) -. I 15 
.003 .752 

10 10 10 

.826(**) I .000 -.382 
.003 .276 

10 10 10 

-.1 15 -.382 I .000 
.752 .276 

10 10 10 



5. CONCLUSION AND RECOMMENDATIONS 

5.1 Summary of Findings 

Thi s study was conducted in the area of taxation" 1th. pcci fie rc!crcncc to its impact on 

Fmci"ll 1 )irect ln vestn1cnt in Kcnva 'IIH.: . tuth 1\'\ L'ai ·din detail the how FDI is :::> J 

imp:1ctcd hy t<IX<Ition . 'I he study :II l> l>ll ·llt to ·st:1hlishcd whether there is a lin ear 

rd1tion ship hctwcclltil lltlolllliHII [)1, I .1 ·d 011thc data collected and analysed, the 

stutlv identified tile i1np:tcl ·u1d lin llll\ 1 taxation on/wi th FD! 

Th L· study shows that there" a cl t cti\ c taxation levels reduction in the years from 1()94 

to 2(l(J:;. FD! in!lo\\ S ,'htn\ ,1 c~clicaltrend w1th s~_mc years reporting robust growth of 

the , nlumc \\'lth the highest recorded in 2000. while in some years it fell and r~mained 

stu1llcd "ith the IO\\ est\ olume in 1994. The study established that during the period 

1 <)lJ-f 2003. there'' as changes in taxation and also variations in the FDI inflows . These 

findings seem to confim1ing the findings of various other empirical studies in this area -

that t~t:\<ltiOll has an impact on FDI. 

:\l ithe effective tax rates except effective tariff rate showed a negative con-elation. This 

anal~ s1s suggested that FDI sho" ed a great deal of sensitivity to tax regime in Kenya. and 

this !ind111gs supported the findings of hah and lemrod (1990) that tax effects on FDl 

arL quite strong. albeit this study including others \\ere done O\ er periods that spum ''ell 

l)\ Cl three r1•~cades 

5.2 Recommcndatio11' 

In, 1 " ofth tntivit~ of FDlto tnx n.:gimc in Kenya. Kenya must aim for tax rate. 

Jo. cr to but not lo\\ er than the foreign country rates to eliminate any tax induced 

dl 111 nll' s for 1m tm nt a " 11 • to ward off against an~· possible trans cr of 

rom K n;a to other countne . 

K 11 ,1 h.t .tlr ad. 111111 m Ill d t, . lt:fonn htch mak th ta.· r gtm h n..: comp titivc 

, uh th II\ t~1 . • t1on of r inv tm nt in K n; . 1 



lower than that of repatriations prov iding incentives for retained earnings . With the tax 

ch<lll gcs introdu ced over the years. the Kenyan ta x system docs not provid e an y special 

di sin centi ves for foreign in vestm ent. In VIC\'- of this, perhaps publi c poli cy attenti on 

needs llOW to he fO CUSSCcl On accelerating the pro'(', .' of d r~;guJati on Of rOJ alread y 

initi ;Jt cd in Kenya. 

An 1mportant impli catio 11 ol'tllt l'(lll lu l\lll IC,lcllcd llctc for other developing countri es, 

es
1
wc 1all y f(l l those '" hen.: tilL' d ·'I • 11 fol)l penetration is large, is that they need not 

\\ ' () IT ~ ' about j) J'(. l \ ldlll l! c'j)L'L'I~~~ la Ill Cllti\ CS for foreign investment but must in sure th at 

tl1l'l r tax sys tem i~ compct1ti' c '' ith the foreign country tax regim e. 

5.2.1 Limitation of th e tud~ 

1. The study findings cannot be generalised to taxation since there are 

other factors that affected FDI. 

11. The data a\'ailable \\'as over a period of 10 years while other empi rical 

study· periods spurn beyond two decades. 

11 1. The stud] did not obtain all the data elements fo r the models for the 

effective rates. such as the fourth independent variables- an average 

measure of tax disincentive. The results may not therefore give the 

best results possible. 

5.3 Sugge ti on for Furth er Research 

T ]!L'rc is an o' crriding conclus1on captured in th1s study, and that is much of the, olumc 

of I· [)I in flo" - ems to be driven b~ t.t:\<Hion Hm,·e,·er. the ta:xation pohc] of 

11 1 ~hbourmg countne~ are rd. tl\'t ly the am e. with the. e enjoying greater I· 01 Ill n0 ,,. 

than Kenya at Kshs ~-· billion and K h 17.Cl billion for Tanzania and gamla 

rc p eli\ 1. O\ r th • m P riod. It i a r comm ndation ofthi tudy that future studic 

in thi ar n 'alu t th e:tent to which oth r factors besid s ta.'ation impact FDI. 
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APPENDIX: 

i\Jaruinal Jt:flecti' e ·r 41x Rates l he f'ullnwinl.!. l(mnu lati on deve loped by 
;\ t tl'l'h~ t ch (I<)<)()) IS LI'>Cd Ill th' ·,tl ' tilatlnll oJ' mar[!il1ai cllectivc ta x rates. 

I! I ()) I( I - I) - ()) ,\' 

( I ()) I ( I - I) - () 

t.t\ rate 
·t of' capital 

~· ~tpttal d 'II· IJliOil rate (assumed va lue) 
L'Ptplll'at ta tate (I ' cnya) 

' - I .Ill: lll 1 turn to . uppl1er of' funds (calculated based on data 
J'r\1111 1:'\IF: lntcmational Finance Statist ics. various issues) . 

\J:troinal dTccti\C ta\ rate for transfers ( r 11l utilizes the following 
C\[11 L':-Stnn !'or the" etghtecl :1\ erage cost of capital (r). 

,. - ·lr ,-;: ' ""'I 11 --

1 - f I 

~ J Jl +(1-h) -- 1-/ , 
1- Cl> .. 

\\·h .. :re h- fraction financed by debt 
,u-real Jiscount rate for equity 
r ~ host coumry c01vorate tax rate 
-:,. Host countr~ intlation rate 
r =the Kenya '' ithholding tax on interest payments 

f/1 =effect!\ e tax rate on real equity return 

For retained earnings. r = _u_ is utilt;ed 111 the c!Tecti' c tax rate 
1-d> formula. 
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